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Is tr raat Dad’s finally retired . . . the old 
alarm clock gagged for good? 

Is it because now Mom won’t have to 
watch him leave for the office any more, 
looking just a little bit tired? 

Or is it because now Dad and Mom will be 
starting an especially happy time of life to- 
gether? 

We think it’s all these things—all the 
things that are only made possible by finan- 
cial security. 

Nearly everyone seeks financial security, 
but far too few find it. That’s because finan- 
cial security seldom is achieved without a 
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Intermediate Accounting 


By Joseph A. Mauriello. THE RONALD 


Press Company, New York, N. Y., 1950. 
Pages: viii + 798; $5.00. 
Since the close of World War II, new 


books on intermediate accounting have been 
published by the following authors: Johnson, 
Karrenbrock & Simons, Holmes, and now, 
Mauriello. These texts exhibit an interesting 
common characteristic,—their conspicuous su- 
periority over the standard materials hereto- 
fore used for so long. The new books are 
clear evidence of the progress of accounting, 
of accounting instruction, and of the advance 
in the standards of the accounting classroom. 


new book, in the reviewer's 
faint touch of being ‘“Pato- 
writing style, although this 
into the book’s discus- 
sion of accounting theory . Professor Mauri- 
ello gives the arguments “for” and “against” 
a given premise and seems generally to leave 
the decision to the reader by maintaining an 
apparently neutral position. To some readers 
this characteristic may be an advantage, to 
others not. 

Chapters 1-6, it is stated in the preface, 
“constitute a broad base and develop the 
fundamental principles necessary for under- 
standing the subsequent treatment of indivi- 
dual items andsaccounting issues.” The ma- 
terials include 


Mauriello’s 
opinion, has a 
nesque” in its 
touch does not carry 


sheet (definition, form, 
group classification, valua- 
treatment of extraordinary 
statement. 


(1) The balance 
content, 
tion); 


items in the income 
(2) Mathematics of compound interest. 
(3) Capital and revenue expenditures. 


Chapters 7-23 constitute a “detailed discus- 
sion of balance sheet groups” commencing 
with fixed tangible assets, inclusive of depre- 
ciation accounting (25 pages). Fixed intangi- 
ble assets are then discussed (25 pages), 
followed by three chapters on permanent in 
vestments, 1.e., stocks of subsidiaries, bonds, 
and funds. Fixed assets and deferred charges 
to expense are discussed before current assets 
in order, so it is stated, to follow the expense- 
revenue approach. The discussion of current 
assets commences with Cash and Temporary 
Investments in Chapter 14, Receivables in 
Chapter 15, Inventories in Chapters 16-17. 
The chapters on inventories are good. Fixed 
liabilities and current liabilities are discussed 

(Continued on page 447) 
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Book Reviews 


(Continued from page 446) 


in Chapters 18 and 19, respectively. Chapters 
20-23 deal with capital stock (one chapter on 
treasury stock) and reserves; the discussion 
is orthodox. Chapters 24-25 deal with the 
measurement of net income and the form of 
the income statement. The book concludes 
with Chapters 26-28; these deal with analy- 
tical and interpretative phases of accounting, 
including individual chapters for the state- 
ment of funds and the analysis of variations 
in net profit. 

Throughout the book frequent reference is 
made to pronouncements of the American 
Institute of Accountants, the American Ac- 
counting Association, and the Securities and 
Exchange Commission. 

The theoretical foundations which underlic 
the book are generally sound. Commendation 
is in order for specific statements to the effect 
that (1) cash discounts are deductions from 
sales and purchases, respectively; (2) de- 
ferred credits to income are liabilities (p. 37) 
although, on page 425, some wavering is 
evidenced by classifying deferred gross profit 
on installment sales as a liability or between 
liabilities and capital; (3) prepaid expenses 
are distinguished from deferred charges (p. 
34); (4) goodwill should be amortized 
against revenue (p. 198). 

On page 542 it is stated that “expenses are 
voluntarily incurred.” What about property 
axes? On page 566-567 federal income taxes 
are label'ed as expense. Is it true, on page 
567, that “income must be offset by the in- 
come tax as an expense derived from the 
income ?” 

On page 464 it is stated that earned surplus 
should be debited and credited for extraordi 
nary, nonrecurring, profits, losses, and adjust- 
ments of profits of prior periods although, on 
page 26-7 this is qualified and, on page 465, 
it is stated that current opinion is divided as 
to whether the above items should be placed 
in Surplus or Profit and Loss. From the 
illustration on page 473, it would appear that 
Professor Mauriello favors direct entries te 
Surplus. 

The final section of the book (p. 648-776) 
contains problems relating to the chapters of 
the bock. Many of the problems are new. 
Others will be recognized as good A.I.A. 
problems which have long appeared in other 
texts as, for example, problems 5-2, 7-6, 9-7, 
17-5, 17-6, 25-10, 25-13, 27-4, 27-5, 28-9, 28-12. 

By and large, Professor Mauriello’s new 
book represents a well-prepared addition to 
the accounting literature of the day. It should 
have a respected place on any shelf of modern 
accounting books. 


ArRNoLp W. JoHNSON 


) Syracuse, New York. 
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Inductive Reasoning in Accounting 


By A. C. LittLeton, C.P.A. 


wo discussions concerned with ac- 
counting conventions, rules, prin- 
ciples, emphasize their differences. In 
this article the purpose is to point the 
thought toward their similarities. 

The three ideas all stem from ac- 
counting actions, actions that are re- 
sponses to recognized needs. The three 
concepts covered by these terms 
achieved recognition as useful account- 
ing ideas by processes of induction. 
They were generalized out of satisfac- 
tory particular experiences in meeting 
accounting needs. Because of these 
common origins and their similar ulti- 
mate objectives, conventions, rules, 
principles are more closely related than 
might seem to be the case from looking 
at the words themselves or their usual 
dictionary definitions. 

As a consequence of this close rela- 
tionship, it should be possible to start 
with any of these three forms of expres- 
sion and move to any of the others. 








A.C, Littreron, PhD €.P 
is Professor of Accounting at the 
University of Illinois. He is a mem- 
ber of the Illinois Society of Certified 
Public Accountants and of the 
American Institute of Accountants, 
and has held various offices in the 
American Accounting Association, 
including that of President and of 
Editor of the Accounting Review. 
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Furthermore, if this degree of interrela- 
tionship exists, there is good ground 
here tor believing that a coordinated 
body of basic accounting doctrine is 
reasonably possible of statement. 


In recent years use has repeatedly 
been made of the phrase “accounting 
principles.” Often this has been done 
in a setting which seemed to imply some 
degree of synonym relationship be- 
tween “generally accepted principles” 
and “generally practiced usages.’ But 
seldom have the details included any 
consideration of either bookkeeping 
usages or bookkeeping principles. Since 
accounting necessarily deals with classi- 
fied data, it seems essential that the 
hasic aspects of its system of classifica- 
tion (double entry bookkeeping) 
should be included as part of any co- 
ordinated body of accounting doctrine. 


In the long trial-and-error evolution 
of data handling for business enter- 
prises, a tendency has appeared to think 
of bookkeeping and accounting as more 
separate than is appropriate to the facts, 
One could justifiably say that the basic 
rules of bookkeeping lie at the heart 
of accounting, and that the principles 
of accounting derive a good deal of 
their validity from the fact that they are 
related to the ideas and rules that make 
bookkeeping a completely integrated 
system for classifying enterprise trans- 
actions. It will be understandable there- 
fore that my decision to favor including 
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the basic aspects of bookkeeping is 
taken advisedly. 

It is a convention of bookkeeping that 
its classification categories (accounts ) 
have two sides—left, right; or debit, 
credit. This may be considered a con- 
vention because (1) this arrangement 
is not indispensable since another could 
be equally satisfactory, and (2) this 
usage is now accepted as satisfactory 
without much questioning as to whether 
the customary form is necessary or not, 
best or not. This convention as to 
accounts, whether or not it is always 
physically reflected in the columns of 
the record, is an established fact of ac- 
counting, and a fact that makes a sig- 
nificant contribution to the complete 
articulation of accounts one with an- 
other. 

This aspect of accounting could be 
stated as a fact, that is, as a convention 
established by usage. For example, 
“Every ledger account is a dual cate- 
gory, a form which long experience has 
shown to be particularly appropriate to 
the needs of accounting records.” 

With a slight change in phraseology, 
this statement of an accounting conven- 
tion can be made into an accounting 
directive or instruction, or requirement. 
“Design and use every ledger account 
in a manner that will make each one 
serve as a dual category, one aspect 
being called debit, the other called 
credit.” Such a sentence would not be 
a suitable beginning for a text in book- 
keeping or a treatise on system design. 
But it will illustrate the distinction here 
observed between a convention and a 
directive. The latter issues an order, as 
it were; the former states a recognized 
fact. 

Neither of the above forms of expres- 
sion is here considered equivalent to a 
rule. The concept of a rule might well 
be considerably broader, broad enough 
that is to include the statement of a 
directive plus its justifying reason or a 
clearly implied reason. Thus conceived, 
the above convention becomes, upon 
suitable modification of phrasing, this 
rule: 

1. “Make 
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each account serve as a duai 


category because dynamic balances 
(those that are modified by either posi- 
tive or negative changes) are more in- 
formative than is a simple total.” 

We may now note some of the char- 
acteristics of a directive and of a rule. 
The directive, lacking a stated reason, 
says in effect: do it this way; this is our 
office practice; under certain circum- 
stances this is the preferred method; it 
is justification enough that this proce- 
dure is generally accepted, etc. A fully 
stated rule should include, or be clearly 
linked to, a justifying reason. The ad- 
ditional usefulness of such a statement, 
under many circumstances, will be 
obvious. A simple directive is enough, 
in field practice, to start an experienced 
assistant on the next task. But the most 
useful assistant knows a good reason 
for the task assigned as well as how to 
carry out the directive; and unpleasant 
results can follow from routines that 
are carried out in a routine way, with- 
out interest in or knowledge of at least 
some of the “whys” of the task. 

When inexperience is present, rules 
as here considered will be more appro- 
priate than directives as to method alone. 
This thought applies with particular 
force to textbooks. The principal dis- 
tinction between teaching bookkeeping 
as a clerical procedure to be remem- 
bered, and teaching elementary ac- 
counting at the college level so it will 
be understood, is likely to flow from 
the relative amounts of how and why 
in the two methods of presentation. 
Perhaps this observation should be ex- 
tended to cover all accounting courses 
and all learning by doing. 

Can these forms of expression be 
further developed in such a manner as 
to produce a verbal statement that 
could reasonably be called an account- 
ing principle? Before trying the con- 
version, let us look at some characteris- 
tics of a principle. 

Scientists are concerned with under- 
standing the forces of nature and in 
putting them to work. Their approach 
is experimental. The tested and retested 
formulae that result are often stated in 
the form of a mathematical equation. 


August 














ances 
posi- 
e in- 


har- 
rule. 
son, 
our 
um- 
Pe at 
oce- 
ully 
arly 
ad- 
ent, 

be 
igh, 
iced 
10St 
son 
v to 
sant 
that 
ith- 
ast 


iles 
ro- 
me. 
ilar 
lis- 
ing 
m- 
ac- 
vill 
om 
why 
on. 
eX- 
ses 


be 
as 
hat 
nt- 
yn- 


1S- 
er- 
ich 
‘ed 


in 


st 








Inductive Reasoning in Accounting 


This is possible because the scientist has 
succeeded in learning the way antece- 
dent factors and associated results are 
related and how they vary together. An 
equation from science compactly ex- 
presses relationship. It is a form of stat- 
ing a principle. Scientists wishing to 
produce certain results find that the 
way has been opened by prior formulae, 
for therein it was shown that prior re- 
sults followed upon certain combina- 
tions of factors. 

Perhaps we can find a clue here to 
the chief characteristic of a principle: a 
principle must express a significant re- 
lationship. 

Can some accounting rules (a direc- 
tive plus its reason) furnish the clue 
for the formulation of some accounting 
principles? Can we detect “significant 
relationships” running between a di- 
rected accounting action and the reason 
for desiring that action? Would it be 
useful if the “significant relationship” 
expressed by an accounting principle 
was usually the kind of relationship 
that exists between a desirable account- 
ing end and a suitable accounting means 
to that end? 

It may be agreed that one desirable 
end (in designing a system of accounts ) 
has long been that of getting as much 
information into one category as pos- 
sible, without at the same time clouding 
the sharpness of the classification. The 
means to that end was developed rather 
early in the evolution of double entry. 
Early experience with personal accounts 
showed that the record was less con- 
fusing when the plus aspects of account 
A were written together, and the minus 
elements were written together on the 
opposite page. From that development 
came our bilateral form of ledger ac- 
count; it collects items relevant to a 
single kind, yet separates the items as 
being positive or negative in their ef- 
fect. One category thus supplies three 
kinds of related data: total debits, total 
credits, net difference (plus or minus) 
between the totals. 

In the above statement of an account- 
ing rule we can see an idea that could be 
considered an end or aim of bookkeep- 


1950 


ing. It is desirable that each account- 
category shall furnish a maximum of 
classified information. In the same rule 
is a clue to a suitable means to that end. 
It would be useful to segregate the posi- 
tive and negative factors in each account 
in a way that would facilitate the fre- 
quent calculation of a dynamic re- 
mainder or running balance, These two 
ideas, already expressed together in dif- 
ferent phrasing in the form of a rule, 
can be restated in the form of a prin- 
ciple. 
Dynamic Balances. By making each ac- 
count a dual instead of a single category 
. .. accounting is able to operate its system 
of classification (bookkeeping) as a scheme 
of dynamic balances which will be modified 
by both positive and negative changes. 


This form of expression states first 
a means ‘suitable to achieving the end 
indicated after the separating dots 
(. . .) and then in careful phraseology 
states an aim or objective or intention 
of accounting. Here are two important 
ideas characteristic of accounting—ideas 
which have evolved from trial and error 
usage. By a certain kind of linking of 
the two ideas in one sentence, a further 
idea is made evident. For a fact of usage 
is then set into a significant relationship 
with a conscious intention, that is, into 
the relationship running between a de- 
sirable end and a suitable means to that 
end. Perhaps this example may serve 
to indicate how two accounting ideas 
cast in the form of an accounting prin- 
ciple lead us to recognize a third idea, 
that of a useful, significant relationship. 
By producing, in effect, a third idea out 
of two, a principle makes a similar con- 
tribution to that made by an account for 
there a debit total considered along with 
a credit total produce a third element, 
an amount telling of net change. 

Incidentally, the balance of an ac- 
count is not always enough for the 
analyst to know; by itself it usually 
cannot give any clue to the forces that 
worked a net change in its amount. He 
therefore will often need to know 
whether debit changes or credit changes 
(or what proportion of one to the 
other) explain the change in the bal- 
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ance. In a somewhat similar way, rec- 
ognition that a significant relationship 
links two accounting ideas may often 
lead us to make highly useful inquiries 
about the constituent parts; as whether 
the end is in fact as clearly desirable as 
it seems; whether the specific means is 
in fact as suitable as circumstances 
demand. 

Another general comment may be 
appropriate here about the statement of 
an accounting principle. It will be clear 
that the phraseology used in a given 
formulation may vary greatly between 
different authors and still be able to 
express a significant relationship be- 
tween important accounting ideas. It is 
inescapable, even desirable, that the 
linkage of two ideas should be subject 
to debate as to their relationship, and 
that the adjectives “desirable” as to 
ends, and “suitable” as to means should 
be carefully examined in connection 
with asserted ends and means. Ques- 
tions of what is good and what is not- 
so-good have to be faced; perhaps the 
major usefulness of attempting to for- 
mulate principles lies in the fact that 
these attempts almost inevitably bring 
us to grips with such questions. 

There are a number of bookkeeping 
conventions that express basic facts 
about accounting. Four of them will be 
considered in this section and six in 
later pages. 

1. J.edger accounts have a debit and 

a credit side (as _ considered 
above). 

2. Ledger accounts integrate with 
each other in a unique manner. 
Ledger accounts and bookkeep- 
ing records reflect the individual 
characteristics of the enterprise 
and the industry concerned. 


w 


4. A bookkeeping system makes a 
definite contribution to the office 
problem of dealing with enter- 
prise data efficiently. 

It is an accounting convention, an 
established fact of usage, that ledger 
accounts integrate closely with each 
other. This integration, interlocking, 
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of accounts is one of the unique features 
of double entry bookkeeping. It makes 
use of the natural duality that exists 
within every business transaction; it 
helps explain the usefulness of two- 
sided accounts. And, more important 
still, this development long ago pro- 
duced that peculiar arrangement (prob- 
ably at first accidental) which puts the 
plus side of accounts for assets and ex- 
penses on the left while placing the 
plus side of accounts for liabilities, capi- 
tal, and incomes on the right. 

Jecause “integration” not “‘double- 
ness” is the outstanding characteristic 
of this scheme of classifying data, it 
might be more correct to call our sys- 
tem “Integrated Accrual Accounting” 
rather than “Double Entry Bookkeep- 
ing’. 

If this convention of account integra- 
tion were to be stated as a directive, it 
might be worded this way: Define the 
content of the accounts of an enterprise 
in such a manner that they will form a 
closely integrated scheme of classifica- 
tion. If a reason in support of tlie in- 
struction were added, the result could 
he called a rule of accounting: 

2. “Define the content of the accounts of 
an enterprise in a way that will make 
them form an integrated scheme of 
classification, because it is important te 
later use of the recorded data that the 
economic effects (income and expense ) 
and the financial effects (asset and 
liability) of enterprise activity be co- 
ordinated.” 

Out of this rule comes the thought 
that one end or aim of bookkeeping 
should be to achieve a useful coordina- 
tion of the account-statistics of econom- 
ic transactions and financial transac- 
tions. This is desirable in order that all 
parties concerned may see a calculation 
of economic progress in association 
with a relevant calculation of financial 
status. It is an advantage, for example, 
to have a report including sales income 
as well as one including trade receiv- 
ables; economic achievement is reflect- 
ed in one place, in the other place one 
element of financial status is shown. 

Together the two ideas produce a 
statement of an accounting principle. 
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Inductive Reasoning in Accounting 


Coordinated Effects. A well designed 
scheme of interrelating the accounts of an 
enterprise .. . succeeds in coordinating the 
records of (a) the economic effect on 
enterprise wealth of enterprise input and 
output activities, and (b) the financial 
effect on enterprise wealth of enterprise 
contracts touching the future. 

It will be understood that this scheme 
of interrelating accounts was not rea- 
soned out along these lines in the mid- 
dle ages as the first step in “inventing” 
double entry bookkeeping. What has 
been done above is only the rationaliz- 
ing of a principle into characteristic 
form out of long established and well 
known aspects of bookkeeping methods. 

The other two conventions assigned 
to this section can be made into direc- 
tives in this phraseology: Make the 
scheme of accounts conform with the 
operating organization of the enter- 
prise, See that the plan of record keep- 
ing activities provides for division of 
labor, use of office machines, and suit- 
able internal check. 

The addition of justifying reasons to 
each of these directives produces the 
following rules: 

3. “Make the scheme of accounts conform 
with the operating organization of the 
enterprise, because accounting data can 
thus be made to reveal the results of 
managements use of 1ts opportunities. 

4. “See that the record-keeping organiza- 
tion provides for division of office labor, 
use of office machines, and suitable in- 
ternal check, because record keeping 
needs to be efficient for economy and 
protective to reduce fraud and error.” 


These rules can be made to reflect 
the concept of a principle by phrasing 
the “directive” portion to express a 
means to the indicated end and by con- 
verting the reason for the directive into 
phraseology suggestive of an aim or ob- 
jective of accounting. The results might 
be called Principle of Operational Or- 
ganization and Principle of Operational 
Efficiency. 

The four items so far discussed form 
a group that might be called principles 
in aid of designing a bookkeeping sys- 
tem. Those that follow form a group 
that might be called principles in aid of 
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operating a bookkeeping system. Obvi- 
ously other related aspects could be 
given a similar analysis. 


Well established conventions of oper- 
ating a bookkeeping system include the 
following. By general consent enter- 
prise transactions are expressed in 
terms of the money price of the local 
monetary system; transactions reflect- 
ing the price of one party only are not 
usually considered suitable for initial 
entry in accounts; when circumstances 
dictate, the closest approximation is 
used in lieu of an unknown actual 
money price determined by the bar- 
gaining of independent parties; trans- 
actions are systematically analyzed to 
learn their significant characteristics ; 
transactions are entered in a way show- 
ing that each one affects more than one 
account; each account receives only 
qualitatively similar data. 


These items are well known facts 
connected with operating a bookkeeping 
system. They are facts by necessity ; 
some such practices are essential to 
working out the overall objectives of 
having a system of accounts. Yet these 
items are conventions insofar as the 
other conceivable lines of action could 
further the same top objectives. The 
first three are related to pricing enter- 
prise transactions. Pricing in and for 
the market as such is not an accounting 
function; translating enterprise ex- 
changes into data for use in accounts 
is an accounting function. Most of ac- 
counting action in this respect is routine 
since transactions usually enter a busi- 
ness enterprise already expressed in 
bargained money price of the local cur- 
rency system. In foreign exchange a 
conversion has to be made; in barter a 
money equivalent has to be supplied. 
The second necessity illustrates two 
other conventions—the use of closest 
approximations where definite amounts 
are not known and a certain skepticism 
regarding self-determined prices of 
transactions. The skepticism is based 
on the belief that a person’s unsupport- 
ed opinion of values (prices) may be 
greatly biased in his own behalf and is 
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likely to be very difficult of direct vali-: 


dation. 

The last three conventions relate to 
actions of classifying the data from 
enterprise transactions. It is a basic 
concept of all acts of classification, 
whether into accounts or statistical 
categories, that each class must segre- 
gate similar data only. Necessarily as- 
sociated with this basic idea are the 
companion ideas of looking deeply into 
the event to be classified and of consid- 
ering from the nature of the event what 
categories are involved. 

These conventions rephrased would 
produce the form of expression here 
called directives ; and when a justifying 
reason is added, would become rules, as 
that term is here conceived, 


5. “Express all enterprise transactions in 
terms of money price, because this 
makes very different events homogene- 
ous enough to be marshalled into ac- 
counts and totals.” 


6. “Omit from the accounts transactions 
based on prices reflecting the judgment 
of one party only, because, due to self- 
interest bias of the party concerned, 
such a price may lack objective deter- 
mination.” 


7. “When circumstances dictate, use clos- 
est approximation in lieu of an actual 
money price, because approximations 
are more useful than a transaction neg- 
lected for want of a known bargained 
price.’ 


8. “Analyze all transactions systematically 
for their significant characteristics, be- 
cause these characteristics are the clues 
that point the facts toward the proper 
initial accounts.” 


9. “Recognize the way a transaction affects 
more than one account, because trans- 
action facts are appropriately converted 
into debits and credits only if all af- 
fected accounts are perceived.” 


10. “Enter in a given account only data that 
are qualitatively similar, because an 
account is untrustw orthy as a statistical 
category unless it contains only facts 
relevant to its name and definition.” 


Attention is directed specifically to 
the reasons given in each rule. This is 
the main element that bridges the tran- 
sition from a rule to the form of ex- 
pression here labeled principle. The 
reasons that justify an action speak of 
aims to be achieved, of objectives to be 
accomplished. Important objectives 
(there are many sub-objectives) pose 
the major problem of action: What is 
the best way of accomplishing the aim? 
Objectives consciously called to mind 
therefore precipitate a conscious weigh- 
ing of ways and means. Several princi- 
ples follow which, like those given 
earlier, reflect accounting ideas in this 
form of expression. 


Homogeneous Data. Accounting trans- 
actions derive their homogeneity ee 
part from the use of prices in terms of one 
money system and in part from the rele- 
vance of transactions to a given enterprise 
and its objectives. 

Objective Determination. Transactions 
committed to the record that have not been 
determined by the bargaining of independ- 
ent parties ... may render the classification 
deceptive from lack of objective determina- 
tion of the raw data. 

Necessary Approximations. Where the 
circumstances make it impossible to know 
at first hand the money price of the con- 
sideration exchanged or the actual life span 
of a continuing asset . . . the closest rea- 
sonable approximation of that amount is 
acceptable for stating the transaction’s 
quantitative aspects. 


The ends involved in these three 
principles are focussed upon the need 
for complete and understandable rec- 
ords of transaction data. This in itself 
is a high level aim of accounting. A 
contribution to the accomplishment of 
that objective is made by expressing all 
enterprise transactions in homogeneous 


terms. To do this we use the local 
money of account (national standard 
money ).* The aim of stressing objec- 


tive determination is to keep account 
data tied to verifiable, reviewable facts 


* Under certain conditions, particularly those of a rapid and extensive rise in price levels, 


the ability of standard money to produce homogeneity in account data over a period of time 


is often brought into question. 


where price inflation was severe have failed to help a nation to pass its monetary crisis. 


The attempts to do something better that have been made 


This 


suggests that the burden of proof still rests with those who believe they have a permanent 
basis for accounting records that is superior to the bargaining of independent parties stated 
by them in terms of the local standard money of the time and place. 
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Inductive Reasoning in Accounting 


and thus exclude elements having no 
firmer base than subjective personal 
opinion. The aim of using approxima- 
tions (based to be sure on judgment 
but resting on something more than 
someone’s personal opinion) is to make 
the record stand closer to the facts than 
would be the case if no record was made 
because full objective determination 
was not available. This principle there- 
fore is a needed variation, or exception 
to objective determination rigidly ap- 
plied. Obviously an approximation that 
is likely to be wide of the work is no 
better for the record than an outright 
omission, perhaps worse. 

The next three principles are also 
closely related to the operation of an 
accounting system and to the top objec- 
tive of producing by those operations, 
dependable, understandable, significant 
data about the enterprise in question. 

Analysis by Characteristics. Transaction 
facts reach the proper initial accounts on 
their way to accounting reports . . . only it 
they first have been systematically analyzed 
to detect their accounting characteristics. 


Multiple Effects. Appropriate conversion 
of the facts of a transaction into equal 
debits and credits . . . requires clear recog- 
nition in each case of the multiple effects 
the transaction works upon the wealth of 
the enterprise. 

Unmixed Classes. The name and balance 
of an account ean dependably reflect the 
facts ... only if the definition of the account 
class rests upon real characteristics lying in 
the associated transactions and if the ac- 
count category receives nothing but simila: 

_ data relevant to its class name and purpose. 


The most vital of these three princi- 
ples is the last. No classification of data, 
statistical or accounting, can be depend- 
able unless its classes are protected 
against receiving mixed data. Suitable 
names of classes and definitions of class 
content are therefore a vital necessity 
in accounting. But care at that point 
can be rendered useless unless the other 
two principles are given satisfactory ap- 
plication. An account's intention is 
drawn in part from the nature of the 
transactions to be met in that enter- 
prise; the resolution of a transaction 
into account data can be accomplished 
only through understanding both the 
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classification categories and the nature 
of the transactions. Involved in this 
analytical action is the need to give 
conscious recognition to the fact that 
more than one account will always be 
associated with any transaction, 

The opinion is perhaps justified that 
in our attempts to give useful expres- 
sion to accounting principles we have 
often seemed to be working without a 
clear perception of the interrelation be- 
tween specific accounting objectives (of 
different levels of importance) and cer- 
tain accounting ways and means (of 
varying degrees of applicability). 

Major differences of opinion are 
most likely to arise in trying to make 
choices among ways and means rather 
than among ends and aims. For there 
are fewer objectives than methods of 
accomplishing them. Hence it may be 
a constructive approach in debating new 
situations to link the problem of choos- 
ing the most suitable means to a clearly 
verbalized statement of the aim or aims 
to be facilitated. Passing judgment 
thereafter on the relative suitability of 
suggested means would be rendered 
somewhat simpler. The area of judg- 
ment-directed choices would then be 
that of estimating the relative practi- 
cality of different means, of foreseeing 
possible undesirable results or misun- 
derstandings, and of appraising the 
advisability of risking a seeming in- 
consistency. These can be _ baffling 
responsibilties but they become even 
more difficult of decision if the issues 
are still further confused by the intru- 
sion of differing ideas as to objectives. 

The ten propositions formulated here 
do not, of course, constitute a body of 
accounting doctrine. There are other 
aspects of accounting (including appor- 
tionment between fiscal periods, prepa- 
ration of highly communicative finan- 
cial statements, review and verification 
of accounting results by auditors) 
wherein established actions could be so 
thoroughly analyzed for directives and 
their justifying reasons that a number 
of relevant accounting principles could 
be formulated. These must be included 

(Continued on page 460) 
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Balance Sheet Presentation of Intangibles 
Acquired by Issuance of Capital Stock 


By Max Btock, C.P.A. 


DECISION of the Securities and Ex- 

change Commission (Accounting 
Release No. 68) has focused attention 
on the important problem of the proper 
valuation of intangibles (or other prop- 
erty) for balance sheet purposes, where 
such assets were acquired by the issu- 
ance of capital stock. The problem ex- 
tends further to the question whether 
capital stock issued for such consider- 
ation has been sold at a discount, there- 
fore requiring a reduction of the dollar 
amount of capital stock outstanding by 
the amount of the discount. 





Max Brock, C.P.A. (N. Y., Pa.) 
is a partner in the firm of Anchin, 
Block & Anchin, and has been a 
member of the Society since 1928. 
He was formerly chairman of the 
Monthly Audit Committee and now 
is the Chairman of the Committee 
on Administration of Accountants’ 
Practice. 











These problems are common in natu- 
ral resource extraction industries where 
new corporations are organized to ex- 
ploit property acquired by capital stock 
issue, They also manifest themselves in 
other industries where intangibles have 
been so acquired. 

The instant case concerned a corpo- 
ration organized to build a health re- 
sort hotel on leased land. Virtually all 
of the issued stock was given to the 
promotor for the land leasehold. Other 
stock, to obtain capital for the construc- 
tion of the hotel and for working capi- 
tal purposes, was to be sold to the pub- 
lic. It was in this connection that a 
registration statement was filed with 
the S.E.C., and the balance sheet there- 
in contained the defects which are the 
basis for this discussion. 

The balance sheet originally submit- 
ted (later amended) and certified by 
the company’s accountants, was sub- 
stantially as follows: 


HEALTIO: INSTITUTE, INC. (NSE) 
(Incorporated in New Mexico) 


Balance Sheet—November 20, 1946 


ASSETS 


RAMMINIONE 6px cone siaxs heacasuin ae Warodas 
Construction Work in Progress ..... 
Organization Expense ......0.... 066: 


LIABILITIES AND CAPITAL 


PCOOURIS SPAVAIIE oie oic5-4h.0a ste 


Capital Stock— 
Prior Preferred 5% 


$100,000.00 
7,417.24 
5,178.15 


$112,595.39 


$ 12,595.39 


% Cumulative (Authorized—50,000 shares, 


par value $10 per share; none issued ) 
Common (Authorized—50,000 shares, par value $10 per share; 


Issued and outstanding 10,000 shares) ..............000e0ee 100,000.00 
$112,595.39 
ae 
Note TO BALANCE SHEET: 
Additional liabilities for organization expenses and construction work in progress (not 
yet capitalized) have been incurred in undetermined amounts, believed not to exceed $5,090.00 
at November 20, 1946, for services of acccuntants, architects, attorneys, and engineers. 
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Balance Sheet Presentation of Intangibles Acquired by Issuance of Capital Stock 


The following certificate was sub- 
mitted with the balance sheet: 

Hrattn Institute, INxc. 

Hot Springs, New Mexico 
Gentlemen : 

We have examined the Balance Sheet of 
Health Institute, Inc. (N.S.L.) as at No- 
vember 20, 1946, have reviewed the account- 
ing system, and procedures of the company, 
and have made a detailed audit of the trans- 
actions. We examined or tested accounting 
records and other supporting evidence to 
the extent and in the manner we deemed 
appropriate. Our examination was made in 
accordance with generally accepted audit- 
ing standards applicable in the circum- 
stances and included all procedures which 
we considered necessary. All transactions 
to date have been of a capital nature; no 
income has accrued, and no expenses have 
been incurred of other than a capital nature. 
The corporation has had no receipts, and 
no disbursements have been made. 

In our opinion, the accompanying Bal- 
ance Sheet presents fairly the position of 
HEALTH INstiTuTE, Inc. (N.S.L.) at No- 
vember 20, 1946, in conformity with appli- 
cation of generally accepted accounting 
principles. 

Three defects were cited by the 
S.E.C., namely: (1) the leasehold valu- 
ation was overstated; (2) the capital 
stock was sold at a discount but no 
disclosure thereof was made; and (3) 
the opinion was not warranted by the 
tacts. 

First, there is the question of the 
$100,000 value placed on the leasehold. 
Che facts in this respect, as set forth 
in the release, were that the leasehold 
covered a little less than one acre of 
land which had been purchased about 
one and a half years prior to the bal- 
ance sheet date for $15,000, and which 
was assessed for the vear 1946 at 
$5,250, of which $3,000 was allocated 
to improvements reserved for the lessor. 
A sub-lease was assigned to the cor- 
poration by its promoter for a con- 
sideration of 9,998 shares of common 
stock having a total par value of 
$99,980.* 

All of these facts were known to the 
accountants, yet in the first balance 


sheet no reference was made to the 
arbitrary value placed on the lease. An 
amended statement was later submitted 
wherein there was appended to the 
leasehold item in the balance sheet the 
following note: 

“Valuation of leasehold is purely arbi- 
trary, and is placed at a figure to equal the 
par value of the COMMON stock issued in 
exchange jor the leasehold. The direct cost 
cf the above lease to Charles Joseph Van 
Ruska, personally, and the assignment of 
the same to Health Institute, Inc. (N.S.L.) 
exceeded $2,000. In addition, Mr. Van 
Ruska has spent an excess of $10,000 of his 
personal funds in the promotion of this en- 
terprise. Neither of these costs (out-of- 
pocket expenses) are being borne by the 
Corporation. In addition to these out-of- 
pocket expenses, Mr. Van Ruska has spent 
his time and effort and experience over a 
period of approximately six months in the 
promotion of this enterprise with no cost 
to the Corporation.” 

The Commission pointed out in its 
decision that since this amendment did 
not cure the defect, since it had clearly 
established in prior cases that disclo- 
sure in itself is not sufficient. Quoting 
from a previous opinion, it stated that 
complete frankness as to overvaluation 
will not mitigate the effect of the valu- 
ation figure itself, and that a balance 
sheet item which is flatly untrue will 
not be rendered true merely by admis- 
sion of an untruth. 

The Commission took the position 
that the asset had not been properly 
stated on the balance sheet, since the 
accountant himself had acknowledged 
that it did not have a value of $100,000. 
3y the same token the Commission 
ruled that the capital stock had been 
over-stated because it had in effect been 
sold or issued at a discount and not at 
its full par value. 

In effect, the Commission held (just 
as has the Treasury Department in 
certain tax cases) that the accountant 
must consider the substance as well as 
the form of balance sheet items. Such 
records or instruments as minutes of 
directors’ meetings, leases, bills of sale, 


* The Leasehold is shown in the Balance Sheet at a value of $100,000. Presumably, the 
consideration received by the corporation for the other two shares of common stock was also 


charged to the Leasehold account. 
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etc., are not to be accepted without 
reservation as supporting evidence 
where the accountant is aware of the 
relationship of the contracting parties, 
and where he has information which 
controverts or otherwise materially 
affects valuations. 

With respect to the opinion, the 
Commission held that the presentation 
of the leasehold and the capital stock 
accounts in the balance sheet (as well 
as of the other assets, not pertinent to 
this discussion) contravened “generally 
accepted accounting principles” and 
that the balance sheet, therefore, “did 
not fairly present the financial position 
of the company.” 

Accountants have, in cases, accepted 
valuations made by the Board of Di- 
rectors, if considered bona fide. The 
directors presumably would, if they 
thought it necessary in the corpora- 
tion’s interests, engage independent ap- 
praisers, and it does not follow that 


appraisals by directors should be con- 
sidered unacceptable. Where, however, 
the offeror and offeree are essentially 
the same, the accountant should satisfy 
himself that the directors were qualified 
to make a proper appraisal, ascertain 
the original cost, if obtainable, and if 
there is a substantial variation between 
original cost and price paid then the 
accountant may have to insist upon an 
independent appraisal. Where intangi- 
bles are involved the greatest caution 
should be exercised. If the accountant 
believes that there has been a material 
overstatement in the valuation, this fact 
should be disclosed in his disclaimer of 
opinion. 

What manner of presentation 
would represent a full and accurate 
disclosure, and what form of certificate 
or opinion should accompany it? The 
following suggestions are offered for 
consideration : 


Form 1 


ASSETS 


Leasehold, acquired by the issuance of 9,998 shares of the 
corporation's common capital stock...... 
Construction Work in Progress ........... 


Deferred Charge—Organization Expense 


LIABILITIES AND CAPITAL 


Mecet | tal adc | a So eee 


Capital Stock: 


$ ate 
7,417.24 
5,178.15 


$12,595.39 








Prior Preferred 544% Cumulative (Authorized — 50,000 
shares, par value $10 per share; none issued) 
Common (Authorized—50,000 shares; par value $10 per 


share) 
Issued and outstanding: 


For leasehold, as above «0.500.006 
POTMSEEVICCS ANOVA) a sesso sss eee 


A footnote should be added explain- 
ing the omission of the dollar amounts 
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9,998 shares ae 
2 “ 





10,000 shares — 


$12,595.39 








and giving such available data as would 
help the analyst fix a value. 
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Form 2 
r, ASSETS 
ly Leasehold, acquired by the issuance of 9,998 shares of the 
b. corporation’s common capital stock; at cost of the property 
y tonthe: lessor GNGle- 2) "evo couse conus ocaedteas cn wenen coes $15,000.00 
ze Construction Worle wi Progress cc ccccccswces anecncsouces 7,417.24 
in Deferred Charge—Organization Expense ...............00- 5,178.15 
if $27,595.39 
n LIABILITIES AND CAPITAL 
1e PLCC Cita Gat bra GR ENG wy cciera 5 aati erd oh races vein wate ores eeve ee ene $12,595.39 
in Capital Stock: 
oa Prior Preferred 514% Cumulative (Authorized — 50,000 
1 : 
. shares, par value $10 per share; none issued) 
on Common (Authorized—50,000 shares; par value $10 per 
nt share) 
al Issued and outstanding: 
ct For leasehold, at par value of shares issued........... 9,998 shares 99,980.00 
of Less discount (Hote Ge occ csascecee sears os aearster Sates 84,980.00 
. 15,000.00 
on BOW SERVICES COLE TD) onc cen eran ueewe neo aaa Ya — 
| 10,000 shares 15,000.00 
ite <a 
ite $27,595.39 
. Notes: 
a } 1. It is assumed (for illustrative purposes) that the two shares of stock were issued for 
or organization or other services. If practical, a sound value should be placed on the services 
and correspondingly on the stock issued therefor. Otherwise, no value should be placed 
on the services and the stock. 

2. The most satisfactory valuation would be that obtainable from an independent qualified 
appraiser. An appraisal made by the officers or directors would be acceptable if it 
were determined that they were qualified to make it, and that it was fairly made. The 
same values would be given to the capital stock issued. 

3. There should be a plan for the amortization of the discount on the stock and for amorti- 
zation of the leasehold, and disclosure thereof should be made in the balance sheet or 

24 by note. 

i Neither of the two foregoing balance Form of Accountant’s Opinion 

39 sheets may be conducive to the sale of A suggested form of accountant’s 

- the capital stock. But they neverthe- certificate, applicable essentially to com- 
less furnish adequate disclosure as to panies in the promotional, exploratory, 
the lease value, as then known, and or development stages in the mining 

39 that the capital stock issued may not field, has been prepared by a sub-com- 
legally be “fully paid and non-assess- mittee of the American Institute’s 
able. Committee on Accounting Procedure 

Inasmuch as the position taken by (Journal of Accountancy—February, 

the S.E.C. as to what constitutes a 1949). With some alteration this form 
proper disclosure would probably influ- of certificate could be used for the state- 
ence courts in controversies involving ments of any type of business where 

. similar issues, the Commission’s views the same conditions exist. 
: might well be observed even where it As yet no official pronouncement has 
; has no jurisdiction. been made by the Committee as to the 
— suggested certificate form, which reads 

5 30 If no par value stock had been used, $s follows: 

—— | the problem of the leasehold value ee 
would have been thrown into sharper assets and unrecovered promotional, ex- 
uld focus and the question of discount on paren ip —— gent . liabili- 
a : = ties and of capital shares of .. . Company 
the common stock might have been on of Lecce 31... . ead dhe sie 
avoided, of cash receipts and disbursements for the 
just 1950 459 
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fiscal year then ended. Our examination 
was made in accordance with generally ac- 
cepted auditing standards, and accordingly 
included such tests of the accounting rec- 
ords and such other auditing procedures as 
we considered necessary in the circum- 
stances. 

“In the accompanying statements of as- 
sets and unrecovered promotional, explora- 
tory and development costs and of capital 
shares, mine property acquired for capital 
shares and capital shares issued for services 
and property have been stated in numbers 
of capital shares rather than in dollars. 
This, in our opinion, represents an accepta- 
ble method of presenting the accounts of 
this company. 


“In our opinion, the accompanying state- 
ments of assets and unrecovered promo- 
tional, exploratory and development costs, 
of liabilities, of capital shares and of cash 
receipts and disbursements present fairly 
the assets and unrecovered costs, liabilities 
and capital of the company at December 31, 

. and its cash transactions for the year 
then ended, in conformity with generally 
accepted accounting principles applied on a 
basis consistent with that of the preceding 
year. 


In an initial report, the phrase “‘ap- 
plied on a basis consistent with that of 


the preceding year” is to be omitted. 


GR 


Inductive Reasoning in Accounting 


(Continued from page 455) 


in any pattern designed to give reason- 
ably complete coverage of accounting 
principles. 

The present thesis however is only 
this: The principles of double entry 
bookkeeping form a part of the princi- 
ples of accounting. These principles 
relate to such matters as truthful dis- 
tinctions between categories, truthful 
translation of enterprise events into ac- 
count data, truthful tabulation — of 
account data into suitable account- 
categories. 
tent, data 


If through ignorance or in- 
is untruthful, 


classification 


distorted or deceptive in the basic rec- 
ords, the full truth will not be reflected 
in the accounts and may not be readable 
in reports based on those accounts. 
Good bookkeeping therefore lies at the 
foundation of the ethical aspects of ac- 
counting reports. To the extent that 
there are principles of accounting, at 
the bottom of the pile we will find 
principles of bookkeeping, rules that 
have become principles because they 
effectively point the way to truthful 
classification of the facts found in enter- 
prise transactions. 
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Audit Procedures in the Verification 
of “Other Assets”’ 


By Francis A. Cox, C.P.A. 


ss section of the balance sheet 
which is the subject of this discus- 
sion contains items which frequently 
are dismissed with only a glance by a 
reader. They cannot be so readily ac- 
cepted by the auditor, and sometimes 
an understanding of them is vital to a 
proper appreciation of the basis of the 
financial statements. Although the 
financial position of a company may 
generally be ascertained by concentra- 
tion on its current asset, current liabil- 
ity, and funded debt sections, the stock- 
holders’ equity may be fairly under- 
stood only if it is not affected by certain 
debits in the “other asset” section of 
sheet. Furthermore, al- 
though ‘other assets” frequently con- 
tain items which are not materially dif- 
ferent from those encountered in the 
current asset section, and to which 
similar audit techniques are applied, 
nevertheless, this section may, in cer- 
tain instances, be of great significance 
to the reader and to the auditor in their 


“ec 





Frantis A. Cox, C.P.A., is a 
member of our Society and of the 
American Institute of Accountants. 
He is a Principal with the firm of 
Haskins & Sells, C.P.A’s. 

During World War II, Mr. Cox 
served as Lieutenant Commander, 
engaged in the renegotiation of war 
contracts conducted by the Navy 
Price Adjustment Board. He is a 
graduate of the School of Commerce, 
Accounts and Finance of New York 
University. 

This paper was presented by Mr. 
Cox at a meeting conducted by the 
Society’s Committee on Auditing 
Procedure, held on April 12, 1950, 
in the Engineering Societies’ Build- 
ing, New York City. 














1950 


relation to the income statement. In 
verifying such assets the auditor should 
be alert to the possibilities of fraud, 
which may be accomplished either 
through willful misrepresentation of the 
financial condition and results of opera- 
tions, or through the interception of in- 
come or the proceeds of sales applica- 
ble to items shown therein. This sec- 
tion may also serve as a repository for 
worthless or forgotten debits. Very 
frequently the auditor will find that ef- 
fective verification of ‘‘other assets” 
covers many of the items found in mis- 
cellaneous income and vice versa. 

It is impossible to define the term 
“other assets’, or even to prepare a 
list of all the significant items that may 
be encountered in this section. Account- 
ing Research Bulletin No. 30 of the 
American Institute of Accountants re- 
lating to current assets and current lia- 
bilities establishes a basis for the clas- 
sification of assets as either current 
assets, fixed assets or other assets. In 
any particular situation, however, the 
classification “other assets” may con- 
tain items generally found in the first 
two categories. Although this bulletin 
approved the inclusion in current assets 
of prepaid expenses, such as insurance, 
taxes, unused royalties, current paid 
advertising service not yet received, 
and other items which, if not paid in 
advance, would require the use of cur- 
rent assets during the operating cycle, 
nevertheless, in actual practice, many 
balance sheets continue to show them 
as “other assets”, and the audit pro- 
cedures discussed will relate mainly to 
these and similar items. 

Bulletin 30 also describes a number 
of items in addition to land, other natu- 
ral resources, and depreciable assets 
properly excluded from current assets, 


461 








The New York Certified Public Accountant 


which affords a basic list of “other as- 

sets”: They are 

“(a) Cash and claims to cash which are 
restricted as to withdrawal or use for 
other than current operations, are 
designated for expenditure in the acqui- 
sition or construction of noncurrent as- 
sets, or are segregated for the liquida- 
tion of long-term debts ; 


(b) Investments in securities, whether mar- 
ketable or not, or advances, which have 
been made for purposes of control, 
affiliation, or other continuing business 
advantage ; 


Receivables arising from unusual trans- 
actions, such as the sale of capital assets 
or advances to affiliates, officers, or em- 
ployees which are not expected to be 
collected within twelve months; 

(d) Cash surrender value of life insurance 
policies. 

Balances representing the unamortized 
or unallocated costs of services re- 
ceived or to be received which are fair- 
ly chargeable to the operations of sev- 
eral years, such as debt discount and 
expenses or bonus payments under a 
long-term lease.” 


~ 


(c 


~ 


(e 


Because previous technical sessions 
have specialized in the audit techniques 
applicable to cash, accounts receivable, 
marketable securities, and inventories, 
and fixed assets have been discussed 
tonight, they will be dealt with here 
only briefly. It cannot be too forcefully 
emphasized, however, that the same 
audit procedures applicable to assets in 
the current asset section should be em- 
ployed in the verification of every seg- 
ment of similar items found in the 
“other assets” section. Cash should be 
counted or confirmed; notes, securities, 
and other evidences of ownership 
should be examined; accounts receiv- 
able should be tested by confirmation 
with debtors; and significant inven- 
tories should be tested as to quantities, 
prices, and computations. 

Although many diverse types of 
items are described as “other assets’’, 
there are certain questions which the 
auditor must ask about each: 


(1) Does the item have an acceptable 
cost basis? 


(2) Does it have value at least equal 
to the stated amount, either in- 
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trinsically or in relation to 


future operations ? 
(3) Has the related income been 
properly accounted for and simi- 
larly deferred, if appropriate? 
(4) Have all related costs been taken 
into account? 
(5) Will it eventually be disposed 
of or realized through normal 
operations ? 
(6) Is the client’s treatment a con- 
sistent one? 
The auditor’s investigation and verifi- 
cation techniques should generally fur- 
nish him with an affirmative answer to 
all of these questions before he can ac- 
cept any item in this section of the bal- 
ance sheet. 
I will use a very simple illustration, 
a club membership, to show the audi- 
tor’s approach along these lines. In 
answer to question (1), if the item 
arose during the year under review, 
reference to the voucher would show 
the cost, and whether there is any tangi- 
ble evidence of the membership, such as 
a certificate, which should be examined. 

As to question (2), reference to the 
certificate may disclose participation in 
real estate or other assets which would 
support carrying the item at cost in the 
balance sheet. The voucher should also 
be examined for the approval of appro- 
priate officials of the Company, and 
may suggest the desirability of addi- 
tional approval by the Board of Direc- 
tors. In some companies, it may be 
consistent practice to carry such mem- 
berships at no value, or at a nominal 
amount of $1.00. Inquiry as to the 
treatment accorded similar items dur- 
ing the current and prior years would 
serve as a guide in this respect. It is 
highly desirable that there be account- 
ing control over such items even if only 
through memorandum or offsetting re- 
serve accounts. If carried at cost, cor- 
respondence files, annual reports, and 
responsible officials of the company 
should be referred to for the purpose of 
obtaining sufficient information to jus- 
tify the auditor’s opinion that the item 
is fairly stated. If the membership is 
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Audit Procedures in the Verification of ‘Other Assets” 


for a limited period with no residual 
value, provision should be made for its 
amortization over its useful life. 

Regarding question (3), although it 
would be unusual for this particular 
type of asset to result in income, there 
may be some clubs owning valuable 
properties which might produce income 
distributable to members. Furthermore, 
especially in suburban areas, the golfer 
is yielding considerable ground to the 
home builder, and often the liquidation 
of club properties results in substantial 
liquidating dividends. Receipts such as 
these come as windfalls, and, in view of 
their non-recurring nature, may tempt 
someone to misappropriate the receipt 
and take a chance that neither the Com- 
pany nor its auditor would become 
aware of its omission. 

In pursuit of an answer to question 
(4), as to any related expense, it is 
natural that a club membership would 
involve the payment of annual dues, 
non-payment of which would impair 
the value of the asset, and also current 
bills for entertainment, which should 
be investigated as to their regularity, 
their applicability to the company, and 
the possibility that amounts therein 
should be recovered from individuals as 
personal expenses. Inquiry should also 
be made as to any special assessments 
outstanding. 

As to the ultimate disposition of a 
club membership, question (5), there 
may be restrictions on its transferabil- 
ity, its term, and so forth, which should 
be considered as they may affect its 
carrying value. 

Question (6), as to consistency, can 
readily be answered from previous 
financial statements, inquiry, and in- 
vestigation. 

These auditing procedures, supple- 
mented by confirmation of outstanding 
balances (where appropriate), and con- 
sideration of related income, also apply 
to “other assets”, such as: 

Notes and securities received from 
customers in settlement of trade 
and other accounts receivable. 

Loans and advances to, and mort- 
gages receivable from, employees. 
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Frozen bank accounts. 

Property not used in operations. 

Miscellaneous security investments. 
As to the latter item, the audit verifica- 
tion to be applied is basically the same 
as that covered in a previous technical 
discussion of “Marketable Securities”. 
As to all of these and similar assets, it 
is important for the auditor to satisty 
himself that the client maintains appro- 
priate records necessary for adequate 
internal accounting control. His audit 
working papers from year to year 
should be kept up to date to show, on 
a carry-forward basis, all information 
relating to such assets that is significant 
as to their valuation and other perti- 
nent matters. Securities should be ex- 
amined as of the same date that cash is 
verified in order to detect their possible 
pledging as security for the borrowing 
of funds to temporarily make good a 
cash shortage. Market valuation and 
income should be determined from pub- 
lished sources, or other reliable author- 
ity. If not available, confirmation with 
the issuer may disclose sufficient infor- 
mation to form the basis for an opinion 
in this respect. 

Special verification procedures, in 
addition to those previously mentioned, 
should be applied to certain special 
types of “other assets”. 

Mutual insurance company premium 
deposits, which are carried in many bal- 
ance sheets, should be verified by ascer- 
taining the probable returnable portion. 
This may be done by correspondence 
with the related mutual insurance com- 
pany. The Institute has investigated 
the question of contingent liability aris- 
ing from possible additional assess- 
ments under such mutual policies, and 
has concluded that on the basis of ex- 
perience, where a standard policy is 
issued by a well established company, 
there is little likelihood of significant 
further loss from such insurance. How- 
ever, the auditor should not overlook 
the possibility that the risk of impair- 
ment of the deposit, or of liability for 
a special assessment, may be present. 
All unexpired insurance premiums 
should be verified on a test basis by 
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reference to vouchers, inspection of 
policies, and test-check of the mathe- 
matical accuracy of the deferred por- 
tion. The client’s insurance register 
should serve as a convenient basis for 
performing this verification. Confirma- 
tion with the client’s insurance broker 
as to insurance in force also may be of 
assistance to the auditor. The adequacy 
of the coverage also should be consid- 
ered. ‘The extent of the tests made 
should be determined after investiga- 
tion of the effectiveness of the client's 
insurance department's operations and 
internal control. The auditor's atten- 
tion should be directed especially 
toward situations which should result 
in refunds, so as to determine that the 
refund has actually been received and 
deposited. 

Cash surrender values of insurance 
policies on the life of an officer or em- 
ployee in which the Company is named 
as the beneficiary are verified by refer- 
ence to the table of cash surrender 
values shown in the policy and by con- 
firmation with the insurance company. 
The confirmation should verify that 
premiums have been paid to date and 
that there are no loans or other liens 
outstanding. The policies should be 
examined. 

Investments in, advances to, and 
amounts due from affiliated and foreign 
companies should be verified by ex- 
amination of the related certificates of 


securities held, confirmation of open 
balances, reconciliation of in-transit 
items and review of financial state- 


ments. All such accounts require spe- 
cial inquiry as to transactions between 
the companies, in support of values 
shown. Where foreign companies are 
involved, exchange and other restric- 
tions must be considered. It is the 
auditor’s responsibility to see that ap- 
propriate disclosure is made of signifi- 
cant situations, avoiding either over- 
statement or understatement to any 
material degree. 

Inventories and supplies. Other as- 
sets occasionally comprehend mainte- 
nance supplies, which must be kept on 
hand for repair purposes in order to 
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insure the continuance of productio:. 
To the extent that they are not signtt- 
cant in amount and may be used during 
the current year, they may be included 
in the materials and supplies inventory. 
To the extent that they are significant 
in amount and probably not usable dur- 
ing the current year, or may consist of 
plant replacement items, they are prop- 
erly included under “other assets” in 
the non-current section of the balance 
sheet. If significant in amount the same 
verification should be performed as 
that applicable to the verification of 
regular inventories, namely, observa- 
tion and test counts, pricing, and com- 
putations, and review to determine 
physical condition, obsolescence, and 
likelihood of use. 

Research and development expense. 
Jependent upon the Company's estab- 
lished accounting practice, development 
and research expense related to specific 
products or projects may be accumu- 
lated in an account which is shown as 
an asset pending ultimate disposition 
thereof. Practice varies widely regard- 
ing the accounting treatment of this 
type of item, but the same general 
questions hereinbefore — mentioned 
should be asked by the auditor. The 
status of the project and the accumula- 
tion of costs applicable thereto, with 
special reference to indirect burden 
costs which may be capitalized therein, 
constitute the auditor’s main concern 
with this item. Abandoned projects, 
and costs exceeding those which may 
he reasonably expected to be recovered, 
should be written off. Where a patent 
is obtained, accumulated applicable 
costs may be transferred to such an ac- 
count for subsequent amortization. 

Advertising and promotion expense 
applicable to future campaigns may be 
properly deferred and shown in the 
“other asset” classification. The Com- 
pany’s consistent practice relating to 
such items is an important considera- 
tion and frequently the auditor may 
have the benefit of hindsight in deter- 
mining what has been done subsequent 
to the balance sheet date regarding the 
disposition of advertising matter. Ref- 
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Audit Procedures in the Verification of “Other Assets” 


erence to vouchers, and physical ob- 
servation, together with satisfactory in- 
ternal control conditions, are the audi- 
tor’s main aids. 

Unamortised debt discount, which is 
a significant item in some balance 
sheets, should be verified by reference 
to the original underlying documents, 
correlated with the transactions in the 
related indebtedness accounts, and 
other applicable sources to assure the 
systematic amortization of the discount 
over the term of the outstanding in- 
debtedness, including. verification of the 
mathematical accuracy. Special con- 
sideration should be given to reacquired 
debt, for which the applicable amortiza- 
tion should be written off in the period 
of acquisition. 

Prepaid taxes are important in rela- 
tion to the consistency of treatment of 
the portion of the taxes taken up as ex- 
pense in the income statement. The 
preferred accounting basis is one that 
coincides with the fiscal year of the tax- 
ing agency. The auditor’s verification 
is best accomplished through a running 
analysis, comprehending both the pre- 
paid and the accrued accounts. This 
analysis should show the balances at 
the opening of the period, provisions 
during the period reconciled with the 
related expense accounts, authorized 
payments, and mathematical calculation 
of the end balance. Reference should 
be made for verification purposes to 
tax bills, tax returns, and canceled 
checks, and to appropriate tax service 
publication. The auditor must exercise 
judgment as to the extent of his tests 
by considering the general internal con- 
trol, the ability and effectiveness of con- 
trol of the client’s tax department, and 
the amounts involved. In_ verifying 
prepaid taxes, as indeed in all audit 
verification, the auditor should be as 
alert with respect to items which may 
not be reflected in the accounts as he is 
with respect to the validity of recorded 
amounts. 

Tax claims, frequently classified with 
“other assets” because long delays in 
their settlement preclude certainty of 
collection within a year, can be verified 
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only by a thorough understanding of 
the complete tax status of the client for 
the year under review and all open 
prior years. A claim that is in fact an 
asset in one year may result in addi- 
tional liability in a subsequent year, 
and this fact must be recognized. 

In addition to the confirmation pro- 
cedure applicable to many kinds of 
other assets, supplemental verification 
of items such as travel advances, work- 
ing funds, deposits with postmasters, 
etc. would require reference to related 
reimbursement vouchers nearest the 
balance sheet date to assure that ex- 
penditures have been cleared from the 
account as far as practicable to the ex- 
tent that they apply to the period under 
review. 

Intangible assets, found in many bal- 
ance sheets ranging from the traditional 
nominal valuation of $1.00 to very sub- 
stantial amounts, may be of special sig- 
nificance in relation to the stockholder- 
equity section of the balance sheet. 
They fall into three convenient classifi- 
cations: 

Iirst, those having a fixed or deter- 
minable existence, such as patents, 
copyrights, leases, licenses, and 
franchises. 

Second, those having no fixed term 
or limit, such as trade names, per- 
petual franchises, drawings, proc- 
esses, and goodwill generally. 

Third, the excess of a parent com- 
pany’s investment in a subsidiary 
at the date of acquisition, to the 
extent that it is perpetuated as an 
intangible in the financial state- 
ments. 


As to each intangible, the auditor 
must satisfy himself as to its cost and 
as to the reasonableness of the basis 
of its stated value. This is necessary, 
whether acquired for cash or for securi- 
ties issued. 

The cost of intangibles which have a 
limited existence should be amortized 
over the expected term of useful value. 
If at any time the value should become 
impaired, appropriate reduction should 
be made. 
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The cost of intangibles appearing to 
have perpetual existence may be car- 
ried without reduction, so long as there 
is substantial evidence that their value 
has not become permanently impaired. 
As processes become out of date, sub- 
scription lists and sales of periodicals 
decline, and new industries supplant 
old, reflected in reduced earnings or 
actual losses, the auditor should give 
consideration to the justification for 
continued presentation of the intangible 
as an asset of value. The determination 
to reduce the carrying value of this type 
of intangible is ordinarily made by the 
3oard of Directors, and sometimes ap- 
proved by the stockholders and full dis- 
closure should be made in the Com- 
pany’s financial statements. Other 
questions, such as possible income, fur- 
ther expenses, and consistency must 
also be considered. 

The cost of acquisition of stock of a 
subsidiary in excess of the ledger value 
of the net assets on the books of the 
subsidiary represents either the recog- 
nition of higher value of the tangible 
assets over the amounts shown on its 
books, or the price paid for intangibles. 
If the excess represents a higher value 
paid for tangible assets, amortization 
should be in the form of additional de- 
preciation. If it represents the price 
paid for intangible assets, it must be 
considered in the light of its going con- 
cern value to the purchasing company. 

Where the “other asset” category 
assumes its greatest significance in rela- 
tion to the income statement occurs in 
situations which require the expendi- 
ture of substantial sums in advance of 
the date of realization of the related 
income. This is especially true in the 
publishing, entertainment, agricultural, 
natural resource exploitation, and simi- 
lar fields. It also exists to a consider- 
able extent in connection with new 
businesses, and in the expansion into 
new fields of old established companies. 
It is in these fields that the auditor finds 
few clearly established guides, and gen- 
erally the heaviest client pressure for 
deferment of expenditures. There js 
wide possible range of treatment, run- 
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ning from immediate absorption in 
profit and loss on a cash expenditure 
basis, to deferment of every item hav- 
ing even an indirect relation to the par- 
ticular project or operation. Illustrative 
of this type of deferred asset are the 
following : 

Expenditures on account of unfin- 
ished voyages. 

Dead season expenses since termina- 
tion of crops. 

Production, mailing, and editorial 
costs applicable to completed is- 
sues of magazines. 

Deferred commissions advanced to 
salesmen. 

Prepaid catalog costs. 

Royalties paid in advance of coal pro- 

duction. 


Each of these items represents an at- 
tempt to reflect costs and expenses 
on a basis parallel with the realization 
of the related revenue. Consistency of 
treatment is of primary concern to the 
auditor. The other five basic questions 
must also be satisfactorily answered. 


They must be properly supported by 
evidence of cost. 

They should contribute to realization 
of future revenue. 

All unearned income arising there- 
from should also be deferred. 

All expenses incurred in relation to 
such deferred costs should be ac- 
crued. 

There should be every expectation 
that the deferred costs will be fully 
recovered by future directly-re- 
lated operations. 


Probably one of the most unique of 
“other assets” is the deferment of a sub- 
stantial amount of Federal income tax 
in one recent balance sheet. This treat- 
ment arose because income taxes for 
the current and the preceding year were 
computed upon profits determined by 
accounting for inventories on the first- 
in, first-out basis instead of on the last- 
in, first-out basis used for general re- 
porting purposes. Actual income taxes 
for both years exceeded the amounts 


(Continued on page 474) 
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Liabilities—Dzirect and Contingent 
By J. B. C. Woops, C.P.A. 


prise discussion is presented solely 
from the point of view of the audi- 
tor, from the viewpoint of the inde- 
pendent certified public accountant con- 
ducting an examination of a balance 
sheet and related financial statements 
with the object of rendering an opinion, 
report or certificate on the statements. 
The accountant, as distinguished 
from the auditor, is concerned with the 
method of recording liabilities and their 
discharge, and their appropriate pres- 
entation in the balance sheet. 
Management looks at liabilities in 
their relation to assets, particularly cur- 
rent liabilities in relation to current 
assets, as to whether the business is 
adequately and appropriately financed 
for the amount of working capital re- 
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quired,—the composition of working 
capital and the ability to meet current 
liabilities promptly. Also, for instance, 
as to discounts which may be obtained 
by early payment, or penalties suffered 
by late payment. The extent to which 
collateral is required, and may be the 
subject of release or substitution, is 
also a matter requiring the attention 
of management. This is not the place 
to discuss what is meant by a business 
being appropriately financed, but an 
example may be given: A movie house, 
a restaurant or even a retail store with 
an inventory but selling only for cash, 
may be financed quite differently from 
the manufacturer or distributor who 
purchases materials or products on 
short terms and sells on installments. 
The presentation of liabilities should 
be such as to disclose the situation in 
respect to financing. 

Management is also interested in 
long-term liabilities and the long-range 
program for their payment, amortiza- 
tion or refunding, the interest terms, 
liens, and any restrictive covenants as 
they affect the operation of the business 
or property, and as they affect the ap- 
plication of funds derived from opera- 
tions. 

Credit grantors, whether banks, fac- 
tors or others, for current or term 
liabilities, secured or unsecured, have 
points of view not very dissimilar to 
those noted as appropriate to manage- 
ment, but modified in relation to their 
particular kind of claim—open account, 
secured note, long-term security or 
other evidence of indebtedness. 

Proprietors, whether individual, part- 
nership, joint venture or through cor- 
porate stockholding, share the concern 
of management and creditors as to lia- 
bilities being appropriately related to 
onerations, assets, and proprietorship 
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capital. The term “appropriately re- 
lated” means here, related not only in 
amount—a good ratio, for instance 
but related in respect of time. Slow- 
moving inventories, long-term or in- 
stallment receivables, are not, as such, 
a suitable basis for meeting current 
liabilities: such slow assets need to be 
galvanized into action, through some 
kind of long-term or equity financing, 
for instance, in order that the business 
may be appropriately financed vis-a-vis 
its liabilities. 

If all of the foregoing seems like a 
digression in a discussion of an audi- 
tor’s examination for the liabilities sec- 
tion of the balance sheet, let us bring 
it down to earth by noting that the 
objective of the auditor's examination 
is to ascertain that liabilities are appro- 
priately stated so that management, 
creditors and stockholders (existing or 
prospective), may be informed and not 
deceived: so that a reading of the bal- 
ance sheet, with related financial state- 
ments and notes thereto, if such are 
presented, may enable the interested 
parties to weigh the liabilities in rela- 
tion to the financial position (and oper- 
ations) and the enterprise as a whole. 

With that in mind, we may begin by 
suggesting that an auditor is more con- 
cerned with finding and uncovering 
liabilities and their disclosure on the 
balance sheet than with their system- 
atic recording in the books of account 
and the niceties of terminology used in 
their balance-sheet presentation. Not 
that as auditor he does not appreciate 
the advantages of systematic recording 
as a means toward the preparation of 
complete and timely balance sheets, 
and, as accountant, the economy and 
efficiency of suitable bookkeeping meth- 
ods, And not that he does not like to 
see approved terminology used. How- 
ever, he is more adamant about the 
inclusion in current liabilities of taxes 
payable and accrued than he is about 
insisting on revising the term ‘‘reserve 
for taxes” which may have been used 
by the client for many years. And if 
the worst comes to the worst, he will 
assist in extracting liabilities from the 
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purchasing department files where full 
reliance cannot be placed on the ac- 
counts payable records. 

Here it should be noted that al- 
though, as stated, the auditor is not the 
accountant, he is responsible for seeing 
that liabilities are so classified on the 
balance sheet as to constitute an infor- 
mative disclosure. There should be 
such a classification and presentation as 
will enable present and_ prospective 
creditors and stockholders, and inci- 
dentally management, to distinguish be- 
tween current (whether past due, due 
or falling due) and other liabilities, 
whether long-term, deferred or subor- 
dinated; between unsecured and _ se- 
cured liabilities, noting the liens 
thereon; between interest bearing and 
non-interest bearing liabilities—when- 
ever any of these distinctions is of 
significance. 

In connection with the presentation 
of liabilities we are all familiar with the 
case of property owned subject to a 
mortgage where the owning company 
is not on the bond and the equity in the 
property is shown on the asset side of 
the balance sheet as land, plus building 
less reserve for depreciation, with the 
mortgage deducted from the total in- 
stead of being shown on the liability 
side, as would be the case if the com- 
pany were liable. Nevertheless, where 
the mortgage is subject to amortization 
in a significant amount, and the com- 
pany obviously intends to hold the 
property, it seems proper to transfer to 
current liabilities those installments 
currently falling due—within a year, 
say—in the same way as current in- 
stallments of any long-term liability are 
transferred from the long-term section 
of the liabilities to current liabilities. 

In some instances current assets and 
current liabilities as they appear on a 
halance sheet may give quite a mislead- 
ing picture of the actual facts. For 
example, assume a company owns a 
fleet of steamships, heavily mortgaged, 
with substantial amortization payments 
due quarterly. The year-end balance 
sheet shows small current assets—be- 
cause all funds derived from operations 





August 


—eEEE 


' 
; 
iq 
i 





full 
ac- 


al- 
the 
ing 
the 
or- 

be 
vas 
ive 
ICi- 
be- 
jue 


es, 


$e- 
ns 
nd 
n- 


mn 
he 
a 
1V 
1e 
of 
1g 


1e 


e 
| 





Auditing Procedures: Liabilities—Direct and Contingent 


have been applied to reduce the mort- 
gage—and heavy current liabilities con- 
sisting chiefly of amortization install- 
ments due in the next year. In such a 
case it is proper to explain in a footnote 
to the financial statements that for the 
payment of amortization the company 
looks to charter hire receivable under 
contract : otherwise the ratio of current 
assets to current liabilities—perhaps 1 
to 10—is misleading. 

The examination for liabilities is per- 
haps the least rigid and least prescribed 
of all sections of the audit program, 
although there should be flexibility 
throughout the whole program. As to 
the verification of cash, the examination 
and confirmation of accounts and notes 
receivable, the observation of inventory 
taking, the testing of quantities, pricing 
and arithmetical accuracy in its count 
and recapitulation, the review of fixed 
assets accounts and allowances for de- 
preciation, and to some extent as to the 
examination of other assets — in all 
such instances, the work may be as- 
signed to some members of the auditing 
crew on a large audit, or to some days 
of the senior and his assistant on a small 
audit. 

It is different in the case of liabilities. 
From the moment a new client requests 
an audit, or in the case of a recurring 
audit, from the moment that the ex- 
amination is commenced, the auditor 
must be alert for the uncovering of lia- 
bilities. He must keep his ear, if not to 
the ground, at least attuned to the hum 
of the business; his nose, if not to the 
grindstone, at least ready to poke into 
the affairs of the business, and his eyes 
ready to observe a departure from the 
usual, such as a change in accounts re- 
ceivable collection procedures, indicat- 
ing factoring of accounts. He should en- 
deavor to put himself in harmony with 
the pulse, rythm or tempo of the busi- 
ness, so that an unrecorded direct lia- 
bility or a forgotten or unmentioned 
contingent liability produces a sound 
like sand in the machinery, a knock in 
the motor. 

For some items of the audit program 
it may be sufficient to assign some mem- 
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bers of the auditing crew or to set aside 
certain days for the accomplishment of 
the task, but in the case of liabilities it 
is different. Throughout the whole of 
the audit, all of the auditors should be 
able to recognize a liability when it 
shows its face or even its footprints. 

To cite examples let us skip lightly 
through-the audit program: In auditing 
cash receipts, it is noted that notes re- 
ceivable are assigned or discounted : the 
transaction is followed through to as- 
certain that the related indirect liability 
is recorded. In cash disbursements, 
payments are made and charged to 
fixed assets: the possibility of these 
being installments on a substantial in- 
stallation is pursued, and corrective 
entries requested if installments extend 
beyond the balance sheet date. 

Again, in cash disbursements, we 
note the payment of a few small pen- 
sions to retired employees or their 
widows: Are they paid voluntarily, or 
under an agreement, or as part of a set- 
tlement of open items, obligating the 
company to make the payments? An 
example may be given: Years before 
the first audit, the retiring senior part- 
ner of a law firm received the commit- 
ment that the firm would make what- 
ever payments might be necegsary to 
maintain his widow's income at $10,000 
a year: not until the depression was 
any claim made, and then the remote 
and forgotten contingency became a real 
obligation. 

The receiving records show heavy 
shipments of merchandise received in 
the last month of the year, destined for 
prompt reshipment or year-end inven- 
tory: in either case, are the invoices 
entered before the balance sheet date? 
Are all related bills for freight, trucking, 
insurance, duty, either paid or other- 
wise recorded? Conversely, if duty is 
paid, is the related invoice entered? Or 
perhaps there is a charge for rent of a 
new warehouse: where did the mer- 
chandise stored therein originate, is 
there a liability to be recorded? Con- 
versely, an invoice discloses shipment 
to an unusual location: who is liable for 
warehousing and insurance? 
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Examination of purchases show com- 
modity transactions. These should be 
followed through to ascertain whether 
there is hedging: commodity brokers’ 
accounts should be confirmed and rec- 
onciled in this respect. 

In counting securities and inspecting 
notes receivable evidence of hypotheca- 
tion is found. Confirmation of collateral 
loans or discounted notes should be re- 
quested. Brokers’ accounts should be 
reconciled: perhaps there is short sell- 
ing. 

A fixed asset account is charged for 
the “cost” of a new unit of machinery: 
are all of the related charges included 
in liabilities—installation, freight, in- 
surance or unpaid installments ? 

Insurance policies disclose that others 
than the client have an interest in the 
proceeds. Is there a chattel mortgage 
not entered on the books of account? 
Perhaps the proceeds of a chattel mort- 
gage were applied as down-payment on 
additional units of machinery; here 
there are two liabilities to be entered— 
the liability to the mortgagee and the 
commitment for the new installation, 
perhaps with accruing interest, and per- 
haps for legal fees and other related 
obligations. 

In examining sales we inquire into 
terms, and we find guarantees included 
in sales contracts. Do these constitute 
remote contingent liabilities usual to the 
trade or business and rarely resulting in 
a claim? Or is there a real contingent 
liability to be recorded, or, more impor- 
tant, does experience show that there 
is an accrued liability in this respect, 
that a certain percentage of items sold 
are returned for replacement or servic- 
ing at a nominal charge or without 
charge? Are there parts on hand to 
service all products sold with a guaran- 
tee or with an implied obligation to 
service—or, would a special run of 
parts be required and be unusually cost- 
ly at this date? 

Items are distributed through whole- 
salers and retailers to the consumer 
with coupons attached entitling the 
ultimate customer to something of 
value—a free package of the same, or a 
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bowl to serve it in, or a spoon to eat it 
with: here the contingent liability of a 
customer buying sufficient to make a 
claim must be estimated or measured in 
the light of experience of the client or 
of similar businesses or according to 
the facts available. 

Sales of certain products are subject 
to royalties on the sales price or on the 
quantity sold: is the accrual correctly 
made, have the licensors exercised their 
right to examine the licensees’ books of 
account, what were their findings? 

Expense accounts show new selling 
locations, new branches or agencies. 
What are the liabilities in that connec- 
tion? Are there leases, commissions, 
payroll taxes, franchise taxes, advertis- 
ing contracts, traveling and entertain- 
ment allowances? 

Wherever we find ourselves within 
the audit program the trail of liabilities 
must be followed. Every department 
or tunction of the business, every trans- 
action, every event, bears within itself 
the possibility of a liability. Most of the 
liabilities are duly recorded in well 
managed businesses, but even here, 
changes in operations may easily result 
in the late recording of new kinds of 
liabilities. Similarly, changes in busi- 
ness conditions may cause unusual con- 
tingent liabilities to be incurred, or 
usual contingent liabilities to become 
accrued liabilities. 

We read the minutes, of course, and 
note not only all liabilities authorized, 
but any transactions which may lead to 
liabilities, such as banking arrange- 
ments which may result in loans or dis- 
counting of eustomers’ notes; leases, 
salary or commission contracts, royalty 
agreements, doing business in other 
states or countries, bonus or profit- 
sharing or pension plans. From the 
minutes we are led to contract and cor- 
respondence files and from these evi- 
dence of suits may be observed. 

During the course of the audit, from 
the minute book if it is well maintained, 
we may learn of a pension plan (self 
administered or covered by insurance), 
Government contracrs providing for re- 
negotiation or recapture of profits, 
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self-insurance against certain risks, the 
granting of stock options, and other 
transactions or arrangements involving 
liabilities of great significance. Here 
the problem for the auditor is not so 
much the uncovering of the liability, but 
the technical work and judgment re- 
quired for the determination of the 
amount of the liability. Each of these 
liabilities deserves a paper devoted to 
its problems. 

There may be long-term leases. The 
American Institute Accounting Re- 
search Bulletin No. 38, October, 1949, 
deals with this situation and refers also 
to the Securities and Exchange Com- 
mission rule as to disclosure of leases 
extending for three years or more be- 
yond the date of filing. Even though 
““buy-build-sell-and-lease” transactions 
were the occasion for the Bulletin, the 
authoritative recommendation extends 
to all long-term leases of material sig- 
nificance. This group of contingent 
liabilities, it seems, has not received 
adequate attention in the past, although 
it has been usual practice with regard 
to leases due to expire in a few years to 
provide for or to note the obligation to 
restore the property to its original state 
where it was evident a liability was 
involved. 

So much for the uncovering of lia- 
bilities as the audit proceeds according 
to the audit program as it relates to 
aspects other than liabilities—to cash, 
receivables, inventories, investments, 
fixed assets, purchases, sales, expenses, 
and minutes of the board of directors. 

Here it might be well to orient our- 
selves by defining or describing direct 
liabilities. In double entry bookkeeping 
a liability may be defined as any credit 
balance that is not income, capital or 
surplus: by “income’’ is meant income 
to the date of the balance sheet. Hence 
liabilities include deferred credits, de- 
ferred income. Just as the receipt of 
funds belonging to others, as through 
the withholding of Federal income 
taxes on wages paid, results in a liabil- 
ity, so the collection of income relating 
to a subsequent period of operations re- 
sults in a liability—a liability not to a 
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creditor (unless there would be a right 
to a return of the funds or a claim for 
services), but a liability to a subsequent 
period. This definition is presented 
with more preciseness in the text books 
and in the American Institute’s Ac- 
counting Research Bulletin No. 9, Re- 
port of the Committee on Terminology, 
Mid-Year 1941. 

A contingent liability is a possible 
liability, dependent upon some future 
event as to whether it becomes an 
actual liability. The amount or the 
limitations of amount may be measur- 
able in advance of the event which re- 
sults in an actual liability. For exam- 
ple, a discounted note results in a 
contingent liability equal to the amount 
payable and receivable at maturity. 
Such a contingent liability may be the 
subject of entry in the books of account. 
Other measurable contingent liabilities, 
such as a guarantee of the debenture 
bonds of a subsidiary, probably would 
not be recorded until the subsidiary de- 
faults and the guarantee results in 
actual liability. Some contingent lia- 
bilities are indeterminable in amount. 
Such a contingent liability is the possi- 
bility of the assessment of additional 
income taxes on returns filed but not 
reviewed, and also the claim for alleged 
breach of contract where the attorneys 
believe there is a good defense. Where 
it is believed that the contingency, 
whether for measurable or immeasur- 
able obligations, will result in some 
actual liability (whether to the maxi- 
mum extent or not, in the case of a 
measurable liability) it is not sufficient 
merely to describe the situation in a 
footnote; some appropriate provision 
should be made for the estimated lia- 
bility. At this point we approach the 
dividing line between contingent liabil- 
ities and accrued liabilities. Where the 
event has occurred which changes a 
contingent liability to an actual liability, 
the amount of the actual liability, or an 
estimated amount thereof, should be 
shown as a liability and not as a con- 
tingent liability. In Montgomery’s 
Auditing (Seventh Edition, 1949), 
there is a chapter on contingent lia- 
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bilities and reserves, and this may be 
referred to for a more detailed dis- 
cussion. 

We come now to that part of the 
audit program which relates to liabil- 
ities. So far an attempt has been made 
to avoid reliance on a standard audit 
program. The ascertainment of liabil- 
ities should be approached from all 
angles, with full use of ‘vigilance, 
imagination, and independent thought 
and judgment” as Montgomery recom- 
mends in his discussion of audit pro- 
grams. There can be no audit program 
applicable to all cases. While there 
must always be an examination for 
liabilities, the detailed procedures to be 
followed must vary because of the dif- 
ferent kinds of businesses—in some 
cases liabilities are simple and almost 
insignificant, while in others the deter- 
mination of liabilities taxes the ingenu- 
ity of the accounting department, let 
alone the auditor. 

In practice, after a review of internal 
control, an audit program will be 
drafted which will include procedures 
and techniques in respect of liabilities. 
To this section of the program we bring 
not only the attitudes of vigilance and 
imagination applied in other parts of 
the audit with respect to liabilities, but 
we bring also the results of our find- 
ings—particulars as to all of the lia- 
bilities or leads to liabilities uncovered 
by such collateral auditing. 

No staff member should expect to 
find in this paper an exhaustive list of 
things to be done. However, it would 
be improper to close without a_ brief 
review of auditing standards, pro- 
cedures and techniques in relation to 
liabilities. 

Kirst we should consider what kind 
of chent we have. Have we made audits 
regularly over the vears? If not, have 
other certified public accountants, with- 
out too frequent changes in auditors ? 
Or, do we have the responsibility of 
auditing a company that has never been 
audited before, or audited only once 
every few years’ True, the manage- 
ment of such a company may have got 
along without audits as a matter of 
ware 
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economy: perhaps, however, if the 
company cannot afford audits it cannot 
afford to make it too easy for the 
auditor to uncover its liabilities. In 
such cases extreme care is required 
and the auditor should be asking him- 
self, constantly, is this the kind of trans- 
action which may result in an un- 
recorded liability 

Next, let us consider internal con- 
trol in respect to liabilities. Here we 
might refer to Montgomery, the chap- 
ter on current liabilities. In connection 
with notes payable he emphasizes the 
need for the system providing for au- 
thorization, preparation and issuance, 
subsequent payment, renewal and _re- 
cording of the notes. The board of 
directors should authorize borrowings 
and renewals; transactions should be in 
the corporate name. Minutes of the 
board should give the names of banks 
from whom funds may be borrowed. 
Paid notes should be cancelled and re- 
tained. As to accounts payable, there 
should be effective procedure for check- 
ing and approving invoices before entry 
and payment; a control account for a 
subsidiary ledger or voucher register ; 
vendors’ statements should be checked 
by the accounting department against 
recorded entries; invoices should be 
paid regularly, discounts being taken. 
Internal control should provide for co- 
ordination between expense accounts 
and related accruals to be set up. 

Internal control is inadequate if an 
officer issues notes payable wit! out an 
accounting record being maintained ; or 
if a purchasing agent intercepts invoices 
and keeps them in his desk, or if ac- 
crued liabilities are set up once a year, 
more or less from memory or by refer- 
ence to a year ago, rather than through 
regular monthly procedures. [Even in 
businesses where invoices for ordinary 
purchases are correctly entered, there 
may arise instances of invoices for ex- 
perimental work being held outside of 
the accounting department. 

As to long-term liabilities, internal 
control should provide for a proper re- 
lationship between the accounting de- 
partment and the bank or trust com- 


Alugust 

















-luditing Procedures: Liabilities—Direct and Contingent 


pany acting as registrar or transfer 
agent, or the responsible company off- 
cer; a routine for having bonds num- 
bered, signed and countersigned before 
issuance, cancellation and preservation 
of surrendered certificates, and of paid 
interest coupons. 

It is not standard auditing procedure 
to confirm accounts payable, but the 
standard form of bank confirmation 
provides for confirmation of bank loans 
and contingent liabilities for notes dis- 
counted. Loans by officers should be 
confirmed. It is usual to confirm long- 
term liabilities where there is an inde- 
pendent trustee; but where there is no 
hank or trust company as trustee, regis- 
trar or transfer agent, it is usually nec- 
essary to make a detailed review of the 
records and files relating to issued 
bonds and cancelled bonds. 

It is good practice to obtain from 
responsible officers, including an ac- 
counting officer, a letter of representa- 
tions as to liabilities, sometimes called 
a certificate of liabilities. The letter 
dovetails with a similar letter as to in- 
ventories. The letter should state that 
as of the date of the balance sheet all 
known liabilities are shown on_ the 
hooks of account ; assets pledged as col- 
lateral are listed; contingent liabilities, 
unusual purchase commitments, con- 
tractual obligations, leases, etc., out- 
standing letters of credit are listed or 
deseribed. Subordinations of assets or 
liabilities, if any, are mentioned, 

In addition, the company’s attorneys 
should be asked to address a letter to 
the auditors, or to the company with a 
copy to the auditors, giving information 
as to pending suits and claims against 
the company. 

Bearing in mind that no standard 
program will take the place of training, 
experience and judgment, we may take 
a look at those sections dealing with 
lhabilities in the American Institute’s 
“Examination of Financial Statements 
by Independent Public Accountants,” 
issued in 1936 and now out of print. 
Collateral guidance may be obtained 
from Maurice FE. Peloubet’s “Audit 
Working Papers’ (1949 — edition) 
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where this pamphlet is discussed in 
considerable detail. From such sources 
we obtain guidance for drafting a spe- 
cific audit program and we combine 
such guidance with the results of our 
review of internal control, our knowl- 
edge of the company being audited and 
all of our preliminary findings. 

Briefly, let us cite relevant examples 
in “Examination of Financial State- 
ments.” There is a recommendation as 
to confirmation of notes payable, not 
only those held by banks but by note- 
brokers, and as to drafts discounted or 
sold and other notes payable of signifi- 
cance. It is observed that current assets 
or investments hypothecated as_ col- 
lateral should be identified on the bal- 
ance sheet. 

Regarding accounts payable, mention 
is made of the procedures of reviewing 
vouchers entered and payments made 
since the balance sheet date, and vouch- 
ers unentered. Also, receiving records 
should be examined for days immedi- 
ately preceding the close of the period 
and entries matched with liabilities 
therefor. Consignment records should 
be examined and ascertainment made 
that there is a liability recorded for 
goods sold from such stocks. Disclosure 
in the balance sheet should be made as 
to significant liabilities to affiliated com- 
panies, stockholders, directors, officers, 
and employees. 

Under procedures as to accrued lia- 
bilities there is a reminder to ‘‘deter- 
mine the present situation relative to 
Federal income taxes for the current 
and prior years” and to make disclos- 
ure according to circumstances. We 
might add that the same applies to state 
taxes and to renegotiation or recapture 
of profits under Government contracts. 

Among the recommendations made 
regarding contingent liabilities is that 
related to unfilled contracts: the need 
for a reserve for possible loss where 
purchase contract prices are above mar- 
ket and are not fully protected by firm 
sales orders. Not to be forgotten is the 
contingent liability attributable to the 
sale of morgaged property where the 
client was liable on the bond and the 
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mortgage has not been satisfied, the 
satisfaction recorded and the bond can- 
celled. 

Other examples could be given from 
the volumes cited. However, this pa- 
per is concerned more with the pro- 
cedures for uncovering unrecorded lia- 
bilities than the determination of the 
correctness of amounts recorded. 
Hence, no particular attention is paid 
to liabilities which stare us in the face, 
such as the obligation to purchase and 
cancel stamps for insurance and trans- 
fer of funded debt and capital stock, 
and the recording of declared dividends 
and accrued preference dividends. No 


apology is made for omissions—the 
omission of procedures as to specific 
liabilities, such as pension trusts, 
funded debt, and unexpired magazine 
subscriptions, for instance. This paper 
is not a textbook. Its principal pur- 
pose is to stimulate alertness and 
awareness, particularly through empha- 
sizing the relationship of liabilities to 
other items on the balance sheet, to 
other transactions and to the business 
as a whole. Accordingly, an attempt is 
made to integrate procedures with 
other parts of the audit program, some- 
thing we always have in mind but rare- 
ly make the subject of an article. 


Audit Procedures in the Verification of “Other Assets” 
(Continued from page 466) 


used for general reporting purposes, 
and the excess was deferred until such 
time as cost levels decline. At such 
time the profits determined for general 
reporting purposes will be greater than 
taxable profits and the proper portion 
of the deferred income tax applicable 
to the difference will be allocated to 
operations, so that when costs return to 
the level at which the last-in, first-out, 
basis was initiated all of the deferred 
income tax will have been allocated to 
operations. 

In conclusion, I would like to repeat 
that the basic auditing techniques for 
the verification of “other assets” are the 
same old procedures of observation, 
voucher examination, confirmation, test 
of valuation and mathematical compu- 
tation, together with the special investi- 
gations comprehended in the questions: 
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(1) How did the asset arise? 
(2) What is its value? 
(3) Where is the related income, if 


any? 

(4) Are there any other related 
costs ? 

(5) How will the asset be disposed 
of? 


(6) Has accounting for the asset 
been on a consistent basis? 


Although the proportion of total audit 
time devoted to “other assets” is usual- 
ly small, recognition of the pitfalls and 
the opportunities which may be inher- 
ent in this type of item may amply re- 
ward the auditor for his effort to pre- 
sent accurate and consistent financial 
statements and to detect fraud and 
error. 
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THEORY OF ACCOUNTS 
Thursday, May 18, 1950—9 a. m. to 12.30 p. m., only 


This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Group I—Answer all questions in this group. 


1 State and explain fully the theory under which certain prepaid expenses may be 
classified as current assets. [10 
2 [15] 
a Revenue is usually recorded in accounts only upon completion of a sale. 
‘ Explain fully why businesses do not usually take up revenue as the various 
productive functions, such as “Obtaining Orders,” “Purchasing Material” 
and “Fabricating a Product,” are performed. 


b State the objections to the foregoing general rule as to the taking up of revenue, 
state the results of the rule, and give the principal exceptions to the rule. 
3. [10] 
a Explain the term “Quasi-Reorganization” and state its particular significance 
in corporate accounting. 
b Discuss fully the accounting problems that arise when a corporation eliminates 


an earned deficit from its books by charges to paid-in capital, without going 
through a formal court procedure. 


4 Two of the methods sometimes used for valuing inventory are known as the 
Base Stock method and as the Last-In-First-Out method. You are to describe the two 
methods sufficiently to distinguish between them and you are to discuss briefly the 
assumptions on which they rest. [15] 


Group II—Answer any four of the questions in this group. 


5 Explain the term “break-even point,” and explain the method followed in deter- 
mining the “break-even point” for a business. [12%] 


6 You have a client who has just constructed an office building which he expects 
to operate as a rental building. Assuming adequate maintenance and repairs, the esti- 
mated life of the building is 50 years. Your client objects to the use of straight-line 
depreciation because he says his maintenance and repair costs are lowest in the early 
years and his rental income will be largest during the same period, whereas in the late 
period of the building’s life the maintenance and repair costs will increase and rents 
decrease. 

You are to explain fully two depreciation methods which might possibly avoid his 
objections to the usual depreciation method. State specifically how the methods might 
overcome the client’s objections and give any limitations you see as to their use. Do 
not consider income-tax limitations, [12%] 


7 In connection with the analysis of financial and operating statements, the state- 
ments are sometimes converted entirely to percentages. Give the advantages of such 
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percentage statements for analysis purposes and discuss the limitations of these state- 
ments. [12%] 

8 You have a client who operates a large retail self-service grocery store which 
has a full range of departments. The management has encountered difficulty in using 
accounting data as a basis for decisions as to possible changes in departments operated, 
products, marketing methods, etc. List several overhead costs, or costs not applicable 
to a particular department and explain how the existence of such costs (sometimes 
called common-costs or joint-costs) complicate and limit the use of accounting data in 
making decisions in such a store. [12%] 

9 A balance-sheet prepared for a stockbroker may include columns showing the 
value of securities based on current market quotations. Explain the significance of 
these columns and state the reason for their inclusion in the balance-sheet. [!2%] 


10 [12%] 

The M company buys the land, building and machinery of the L company for a total 
price of $30,000. The building and machinery are in bad condition. It is expected that 
the building will be torn down and replaced within a year and that before the machinery 
is used, an expenditure of $10,000 will be necessary, after which it will be worth $25,000. 
The books of L company show the land to have cost $2,000, the building to have cost 
$16,000 and to have an 80% depreciation credit and the machinery to have cost $60,000 
against which there was a $35,000 depreciation credit. 

«a How should thé purchase price be recorded in the accounts of the M com- 
pany? Give reasons for your answer. 

b How should the $10,000 cost of repairing the machinery be recorded in the 
accounts? Give the justification for your answer. 


COMMERCIAL LAW 
Friday, May 19, 1950—9 a. m. to 12.30 p. m., only 


Except for questions No. 11 and No. 12 in Group II, which are “objective” type 
questions, reasons must be stated for each answer; no credit will be given for an answer 
unsupported by a statement of reasons. Whenever practicable, give the answer first and 
then state reasons. Answers will be graded according to the candidate’s evident knowl- 
edge of the legal principles involved in the question rather than on his conclusions. 
Answers to questions involving negotiable instruments, partnerships and sales should 
be based on the provisions of the pertinent Uniform Law. 


Group I—Answer all questions in this group. 


1 [10] 
Which of the following circumstances make a contract void and which make 
a contract voidable? 
(1) mutual mistake of fact 
(2) undue influence 
(3) duress 
(4) fraud in the inception or procurement 
(5) fraud in consideration or inducement 
b State five ways in which a contract may be discharged. 
2 [10] 
When is a person deenied an endorser of a negotiable instrument? 
b Name four essential requirements that are neccesary for a person to become a 
“holder in due course” of a negotiable instrument. 
c Name at least five warranties that are implied to all subsequent “holders in due 
course” by one who endorses a negotiable instrument without qualification. 


~) 


3 | 10] 
a Explain the term “marshalling of assets” when applied to insolvent partners 
and their partnership. 
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b What is the liability of a member of a partnership whose status is that of: 
(1) outgoing partner, (2) incoming partner, (3) secret partner, (4) limited 
partner? 

4 [10] 

a How does the Statute of Frauds affect sales of personal property? 

b Name three circumstances which will take a sale of personal property out of 
the requirements of the Statute of Frauds. 

c In an auction sale: 

(1) When is the sale complete? 
(2) For purposes of complying with the Statute of Frauds does an auctioneer 
represent the buyer or the seller? 
(3) What satisfies the Statute of Frauds? 
5 [10] 

a What is a contract of suretyship? 

b Explain briefly and illustrate each of the following rights of a surety: (1) to 
exoneration, (2) to contribution, (3) to indemnity, (4) to subrogation. 


Group II—Answer any five questions in this group. 


6 [10] 

A issued promissory notes containing the following clauses to various payees. 
Indicate which clauses would, and which would not, impair negotiability by stating 
whether negotiable or non-negotiable. Give the reason for your answer. 

a “On or before June 1, 1949, I promise to pay to the order of X.” (Signed A) 

b “T promise to pay $100 from the funds I shall receive from the sale of my 
3uick automobile.” (Signed A) 

c “I promise to pay to cash or order.” (Signed A) 

d “The face value of this note, at the election of the maker, is payable in govern- 
ment bonds having a value equal to the face hereof.” (Signed A) 

e “I owe John Doe $100.” (Signed A) 

f “I promise to pay to Richard Roe the sum of $500.” (Signed A) 

7 | 10] 

A sold to B, a furniture dealer, three living-room suites for $1,500. Under the 
contract, title to the goods was retained by A until full payment had been made by B. 
The contract also provided that in event of default in payment by B, A could repossess 
the goods. B sold two of the suites to X and Y who were innocent buyers in the regular 
course of business. X and Y paid B cash for their purchases. The third suite is still in 
B’s store. B is now in default of his contract with A. Answer “yes” or “no” as to each 
of the following questions and give reasons for your answers: 

a May A repossess the two suites sold by B to X and Y? 

b May A repossess the third suite from B? 

c Does A have a lien on the money received by B from the sale of the two 
suites to X and Y? 

8 [10] 

a A was duly appointed as manager of P’s department store. P told A not to 
hire clerks as he (P) preferred to choose all employees. It was the usual 
practice for persons in A’s position to hire clerks. In violation of this 
restriction, A hired T as a clerk at a salary of $200 per month. T assumed 
that A had the authority to hire him. T worked one month in P’s store but 
P refused to pay his salary. 

(1) Is P responsible to T for A’s action? 
(2) Assume P is responsible to T. Has P any action against A? 

b Assume P had instructed A to take a lease for P’s benefit on a vacant building 
next door. A took the lease in his own name intending to open a store of 
his own. Should P or A have the benefit of the lease? 

9 [10] 

a You are setting up the accounts for B who is operating a retail business. He 
is desirous of having all true liabilities shown. He recently received a dis- 
charge in bankruptcy but the following proved claims were unpaid because 
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of lack of funds. Which of them, if any, would you consider to be claims 
against his new estate? 

(1) Claims of $900 each by X and Y for wages carned within the three 

months immediately prior to bankruptcy. 

(2) A judgment of $3,000 against B by C for breach of contract. 

(3) Sales taxes of $1,800 

(4) Liability for breach of a long-term lease, to the extent of one year’s rent 

—$2,500 
. 2s 2 . _ 

(5) A judgment of $4,000 for injuries received because of B’s negligent 

operation of an automobile. 

B was insolvent and C, a creditor, obtained a judgment against him for $1,500 
which gave C a lien on B’s real property. Two months later B, still insol- 
vent, paid to A an $800 account in full. Three months after the latter act, 
B was forced into bankruptcy. 

(1) Will C’s lien be better than an ordinary unsecured claim? 

(2) Under what conditions, if any, will A be obligated to return the $800 

he received? 


L 


10 [10] 

A firm consisted of X, Y and Z. Partner X issued in a private deal of his own, a 
note signed by him in the firm name, which the payee then endorsed and sold before 
maturity to C, who supposed it to have been issued in connection with partnership 
business. 

a C sued the partnership. Can he recover judgment? Give reasons. 

b Can C elect to sue only Y and obtain judgment if it appears that the firm assets 
are insufficient to meet the note? Explain. 

c If Y pays the note, can he then obtain judgment from Z for one-half of the 
amount? Explain. 


11 On your paper you are to write the numbers (1) through (10). Opposite each 
number you are to write the word “true” if the statement is true and the word “false” 
if the statement is untrue. Grade will be based on the number of correct answers. 
No reasons need be given. [10] 

as Preferred stock dividends are always cumulative. 

2) The present holder of watered stock is always liable to the creditors of an 
Ts corporation for the difference between the amount received by the corporation 
and the par value thereof. 

(3) The theft of a certificate of stock which has been endorsed in blank prior to the 
theft and sold to an innocent purchaser passes good title to the purchaser. 

(4) Directors may never be forced by the stockholders to declare a cash dividend. 

(5) A cash dividend normally becomes a debt of the corporation as soon as it is 
declared, providing it is properly declared and the public has been notified of the 
declaration. 

(6) Directors of a corporation are permitted to vote by proxy. 

(7) Directors are personally liable for all losses resulting to the corporation from 
ultra vires business, unless they have indicated their dissent to the ultra vires conduct. 

(8) Subscriptions to stock made before the corporation is organized are enforceable 
by the corporation after it comes into existence and the subscriptions are approved, if 
they were not previously withdrawn. 

(9) Unless specifically provided in its charter, a corporation may not properly 
buy its own stock. 

(10) A promoter who devotes much time to the promotion and organization of a 
corporation is not entitled to compensation for his services unless the board of directors 
approve payment therefor after the corporation is organized. 

12 On your paper you are to write the numbers (1) through (10). Opposite each 
pumber you are to write the word “true” if the statement is true and the word “false” 
if the statement is untrue. Grade will be based on the number of correct answers. No 
reasons need be given. [19 

(1) A mortgagee has no greater rights in the proceeds of fire insurance on the 
mortgaged property than any other creditor of the mortgagor unless the insurance 
policy has a mortgage clause in it or the mortgage requires the mortgagor to carry 
insurance for the benefit of the mortgagee. 
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(2) Loss resulting from smoke damage caused by an unfriendly fire is not covered 
by an ordinary fire-insurance policy. 

(3) In the absence of a state statute, creditors may reach the cash-surrender value 
of life insurance carried by a debtor if the right to change beneficiaries has been reserved, 
even though a beneficiary has been named. 

(4) A co-insurance clause in a fire-insurance policy makes the insured responsible 
for part of any fire loss unless he carries the required amount of insurance. 

(5) Under an 80% co-insurance clause, the insured who carries less than $8,000 
insurance on a property valued at $10,000 shares a portion of every fire loss. 

(6) Life insurance which has lapsed is worthless unless the policy or a state statute 
gives it values. 

(7) Under a standard mortgage clause, if the insurance company pays a fire loss 
to the insured’s mortgagee, the insurance company generally has the right of subroga- 
tion to part or all of the mortgage. 

(8) A life-insurance policy, in which the insured has named a beneficiary and has 
reserved the right to change the beneficiary, may not be pledged as security for a debt 
without first having the beneficiary changed by the company. 

(9) If an insured carries a life-insurance policy for the protection of a creditor, 
naming the creditor as the beneficiary, at the death of the insured the insurer pays the 
face of the policy to the creditor. 

(10) Adams obtained a policy of life insurance. In connection with the application 
he intentionally misrepresented his health. The policy contained a two-year incontest- 
able clause and named C, a creditor, as the beneficiary. A died three years later stil! 
indebted to C for an amount in excess of the policy. The beneficiary can ordinarily 
recover the full face of the policy in spite of the misrepresentation. 


de 


AUDITING 
Friday, May 19, 1950—1.30 to 5 p. m., only 


Group I—Answer all questions in this group. 
1 [15] 
a Briefly describe the imprest system for operating a cash fund. 
b State the principal advantages of the imprest system from the standpoint of 
internal control. 
c Prepare a detailed questionnaire to be used by your staff employees in evalu- 
ating the internal control over a petty cash fund. 
2 [16] 
The following trial balance as of December 31, 1949, was taken from the general 
ledger of a client, the Y Company: 








. i nui cog cade Ree NOK We OER Che sene tees $ 750 @&838=—_ (dates 
De TE ioc kako bokeh ba eee ohare Ees 24a0GG 0-t—“(i—é‘(=*:*é«SC ww 
ree fet Li Ot ROM iccccccisccddadeve, i ‘Seaans $ 8,300 
Installment Notes Receivable.............sceeee0e laa —“(“(C*C SS 
Merchandise Inventory 12/31/49...........0c cece ; keer 
eT ERE EOE Pree Pe Se er ee eee 450 t—( COCK RN 
PRUNE os or occ ceai ace eyalatrnear eter roca ed yn ead ee ars 1,265,500 > =  saceas 
Stare WGUMOOe. og ec cviiiee veag ences tact nweees 7S@00G $=  $ guweas 
Reserve for Depreciation—Building............... sae eee 410,000 
Reserve for Depreciation—Store Equipment....... = =... 380,000 
BCCOMMIR ERVOUIE SCC cae ce ec OUNCE eK RREGAEC Se» Levewad 234,100 
DE NE bard Hick Dae uae ire Ret aen ka ban 300,000 
Deferred Income. on Sales.....0.cccccccceccrences 94,200 
Preferred Stock—$5 Cumulative, 10,000 shares.... 1,000,000 
Common Stock—No-Par, 26,500 shares............ 800,000 
Eaened Surge oss sc cance case cc caceucee ns cass 460,000 
SRNR ero ee RU EL EECRLAKCR CENT ele wene etna Eeeeaeed 1,360,000 
Cast GF CORES SO 6 ice csiuns dee dacdsecceuxewen SC5GGR = 2—i(“‘’ "cues 
SOU (NEO ones acusneacpeaseROee estas imese 0—iéC CNBR GWG 
PGIGIRISTAUVE EGOONSOS: 66:6: oisies ce ccecckws cee nc os ae 0t—“‘(‘“‘ié‘té‘C Rw 
Non-Operating: TCG a iscscidicesisecscusscnsees wanean 11,500 
PO TN i oad 6.02 86a 658 e edb os Rio ke bes rr 

$5,058,100 $5,058,100 
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During the course of the audit the following information was obtained in connection 
with the above accounts: 

(1) Included in Installment Notes Receivable was the unpaid balance of $75,000 
on a note from an officer of the company arising from a loan. The note is payable at 
the rate of $2,500 a month and is secured by the assignment of 1,000 shares of X Com- 
pany stock which had a market value of 48% as of December 31, 1949. Installments 
have been paid when due. 

(2) The replacement value of the inventory at December 31, 1949, was $310,500. 

(3) Purchase commitments for future delivery as of December 31, 1949, amounted 
to $245,000. These commitments could have been replaced at that date for $210,000. 

(4) During 1949 an increasing amount of sales were made on the installment basis. 
During the year 1948 such sales were only 30% of total sales while during the year 1949 
installment sales were 52% of total sales. Because of the increase, the company as of 
June 30, 1949, started deferring the profit on installment sales made after that date and 
taking such profit into income in proportion to cash collected. Their procedure was to 
debit Sales for the amount of profit and credit Deferred Income. As the profit was 
realized through cash collections, they reversed the entry by a credit to Sales and a 
debit to Deferred Income. 

Required: As to cach of the items numbered 1 through 4, you are to state: 

a Any additional information needed to enable you to decide how the item 
should be adjusted or reported in the financial statements as of December 
31, 1949, 

h Any adjusting entries you would make. If necessary as an explanation of 
your entries, state any assumption you make as to the additional data 
referred to in a above. Omit amounts if these can not be determined. 

c¢ The exact wording of any exception you would include in your certificate 
(assume a short-form report), or of any descriptive disclosures, comments 
or notes which you would make a part of the financial statements. If 
necessary, state any assumption you make as to the additional data referred 
to in a above. 

{It is suggested that you set up your answer in such a way as to have a, b and c 
together under each number. ] 

3 [15] 
a Accepted auditing procedure requires the confirmation of receivables where 
such confirmation is practicable and reasonable. Under what general con- 


2 


ditions would you consider it to be impracticable to confirm receivables? 

b Where the accounts receivable are a material item among the assets but the 
client refuses to permit the auditor to confirm them, what alternate pro- 
cedures would vou take and what in addition to the alternate procedures 
might the auditor do, assuming he is making a regular annual audit and 
issuing a short-form report? 

Where there is a large number of receivables, a test circularization is frequently 
relied on by the auditor. You are to state the factors which the auditor 
should consider in selecting the individual items to be circularized. Assume 
that the general extent of the test has been determined. 


c 


4 [15] 
The books of O Corporation, a client, show the following results of operation for 
the calendar year 1949: 


Income: 
BI ec a SiN ie Na al gs Si a el a ged alae $260,000 
Interest on State of California bonds............... 500 
Dividends on stock of domestic corporations...... 1,000 
Dividends on stock of foreign corporations.......... 500 
Gain from sale of machinery used in the business. 
SN, TE BPO | xcere 6 ksoc oR GROCERS SCN 6 STOR OE 3,000 


$265,000 


Expenses and losses: 





Contributions to community fund.................. $ 8,000 
Insurance premium paid on policy on life of officer 
on which corporation is beneficiary............... 1,500 
Depreciation : 7 12,000 
,oss on sale of securities purchased for investment 
ES Ly SARS ERE Se aa Dre Paro Meme nee ete ee” 6,000 
PINE A ERE ioe alle oie 6:4 Sta enle wis Glee Geant wake ae 170,000 197,500 


67.500 





Net income before Federal income taxes............00eeeceeceeees 
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Additional data: 
Dividends paid in cash in 1949—$30,000 
Earned surplus January 1, 1949—$100,000 
The Other expenses of $170,000 are deductible for Federal income-tax purposes. 
Depreciation allowable for Federal income-tax purposes—$10,000 
Required: 
a Compute the net income for Federal income-tax purposes. The corporation 
reports on an accrual basis. 


Tax rates in effect are as follows: 


Normal tax rates: 15% on first $ 5,000 
(Net income of $50,000 or less) 17% on next 15,000 
19% on next 5,000 
31% on next 25,000 
(Net income of over $50,000) 24% of entire normal-tax net income 
Surtax rates: 
pit: S25 OOO fase: icc ores ererog was sera dearer anes abate he mere ee ean era oe 0% 
Over $23,000 but. not-aver Si0:000 «2.0 cece noose eee $1,500 plus 
22% of amount over $25,000 
OME SCHOO 35 sho wtiake corer oanre hale alts 14% of entire surtax net income 


b Prepare Federal Schedule M—Reconciliation of Net Income and Analysis of 
Earned Surplus and Undivided Profits, for the return which is to be on a 
calendar-year basis. 

5 In making an annual audit of a company you notice, in going through the gen- 
eral ledger, that there are several accounts which are not included in the trial balances 
of the company either at the first or at the close of the year because there were no bal- 
ances in the accounts at either date. The accounts are in the section of the ledger where 
prepaid and deferred charges are kept and include accounts such as Contributions, Dues 
and Subscriptions and Development Expense. State what interest, if any, you would 
have in these accounts; what you would do with the accounts, if anything; and the 
reasons for your answers. [12] 


6 In making an audit cf a business, you find that there is included in the income 
accounts a credit balance of $6,325 which is identified as Net Gain or Loss on Disposal 
of Fixed Assets. Give in detail the procedure you would follow in the verification of 
this account. [7] 


Group II—Answer both questions 7 and 8 or question 9 only. 


7 In making an audit of a corporation that has a bond issue outstanding, the trust 
indenture is reviewed, and a confirmation as to the issue is obtained from the trustee. 
List eight matters of importance to the auditor that might be found either in the inden- 
ture or in the confirmation obtained from the trustee. Explain briefly the reason for 
the auditor’s interest in each of the items. [19] 

8 [10] 

State what documents or evidence the auditor would examine in the verification of 
each of the following: 

Advertising expense, where advertising is placed through an agency 
Advertising expense, where advertising is placed direct by your client in 
newspapers 


=~“s 
>~ 8 


c Royalty expense 
d Repair expense 
9 [20] 
For several years you have been making the annual audit of a manufacturing com- 
pany as of December 31. In order to spread out your work as much as is feasible, you 


have decided to do as much interim work as can profitably be done on this engagement, 
starting about two months before the year-end. 


You are to prepare an audit program in detail for preliminary work to be done 
in November on accounts receivable and sales. 
e 
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b You are to prepare a program in detail for the year-end examination of 
accounts receivable and sales, taking into account the work done in the 
preliminary examination. Prepare your program, taking into consideration 
the procedures and controls described below. 


Your files reveal the following information: 

All sales are charged to accounts receivable, any cash collected before or at the time 
of sale being credited to the customer’s account. For each sale an order is written up 
(usually by the salesman obtaining the order); a shipping order is prepared in the pro- 
duction planning department; a shipping notice is prepared in the shipping department 
and, based on these forms and the order, an invoice is prepared in the billing depact- 
ment. Prenumbered forms are used. The invoices are recapped daily by products and 
recorded in the sales register. Posting to customer’s accounts is from a copy of the 
invoice. A credit to the perpetual inventory is based on the shipping notice. Sales are 
all 2/10: N/30 from date of invoice. Credit memoranda for returns, etc. are supported 
by a receiving report, or are approved by the sales manager if they involve an adjust- 
ment or allowance. 

Most collections are checks received by mail. The mail is opened by a clerk who 
prepares a list of the checks, which list is sent to the accounting department where it 
is later reconciled to the cashier’s report for the day. The checks are turned over to 
a clerk who records them on a cash report after checking them as to the correctness 
of the discount, irregularities, etc. The checks are then turned over to the cashier who 
summarizes and enters them in the cash book, prepares the deposit ticket and deposits 
them. The cash report goes to the accounts receivable bookkeeping section for use in 
posting to individual accounts. Checks or currency received from customers not remit- 
ting by mail are paid direct to the cashier, who issues a prenumbered receipt to the 
customer and sends one copy of the receipt to the clerk writing up the cash report. 

Write-off of accounts as uncollectible is recommended by the credit manager and 
approved by the treasurer. There are about 3,500 accounts in the customers’ ledger, 
which is divided into eight sections each with a control summary. 

Posting is by machine which accumulates the totals posted into each section of 
the ledger. These totals are posted to the section control. The average sale is $500 with 
a range of individual sales of from $50 to $10,000. 


ee 


PRACTICAL ACCOUNTING —Part I 
Wednesday, May 17, 1950—1.30 to 6 p. m., only 


Solve problem 1 and 2 and either problem 3 or 4. 
1 [22] 
The Lee Roberts Manufacturing Company used a standard cost system in account- 
ing for the cost of its single product. Their standard was set as follows: 
Standard output per month—10,000 units 
Standard direct labor per unit—8 hours @ $1.30 per hour 
Standard direct material per unit: 
Material P—10 pounds @ $.275 per pound 
Material Q—5 units @ $.64 per unit 
Total standard cost per unit including overhead on a direct labor-hour basis— 
$23.05. 
The following operating data were taken from the records for the month of 
March 1950: 
In process first of month—none 
Completed during month—8,000 units 
In process end of month—1,000 units, which are one-half complete as to labor 
and have had all of material P issued for them and sufficient material Q for 
one-half of them. 
Direct labor was $88,440 which was at a rate of $1.32 per hour. 


Material issued to production: 
94,000 pounds of P @ $.26 per pound 
42,600 units of Q @ $.65 per pound 
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Overhead for the month amounted to $61,640. 

You are to prepare a schedule showing the variance of actual cost from standard 
cost and an analysis of variance for labor, material and overhead, separating each into 
the factors which caused them. Show all computations supporting your schedule. 

2 [13] 


As of December 31, 1948, the X. B. Manufacturing Company, with outstanding 
capital stock of $30,000 had the following assets and liabilities: 


ae hia vk eau science re id oa ree $ 5,000 

ACCOUNTS KECCIVADIE: <0 coseccxcecaceeescnnsues 10,000 

Raw: material inventory << 660 0ccs caccccenes 4,000 

Work-in-process inventory ...........+..0- 2,000 

Finished goods inventory .........ecceee0s 6,000 

Prepalel ‘EXBENSES” isco os coca wovrmeweee nes 500 

Bixedtassets: (net). cc. ccclen sect snwnnnewes 30,000 

Curent. awutred?. ...6 4c os es ecue einen sees 17,500 
During the year 1949, the surplus account increased 50% as a result of the year’s 
business. No dividends were paid during the year. Balances of accounts receivable, 


prepaid expenses, current liabilities and capital stock were the same December 31, 1949, 
as they had been on December 31, 1948. Inventories were reduced by exactly 50% 
except for the finished-goods inventory which was reduced by one-third. Fixed assets 
(net) were reduced by depreciation of $4,000, charged three-fourths to manufacturing 
expense and one-fourth to general expense. Sales were made at 50% above their cost 
of $40,000. Direct labor cost was $9.000 and manufacturing expense was applied at a 
rate of 100% of labor cost, leaving $2,000 unapplied which was included in the cost of 
goods sold. Total general expense and selling expense amounted to 15% and 10% 
respectively of the gross sales. 

You are to prepare a Balance-Sheet as of December 31, 1949, and a Statement of 
Profit and Loss for the year 1949 including therein or in a separate schedule the details 
of Cost of Goods Manufactured and Sold. Support the formal statements with work 
sheet or “skeleton” ledger accoynts. 


Solve either problem 3 or problem 4. 


9 [25] 

The Town of Elm Springs built a town hospital on land previously owned by the 
town. The building was completed on March 1, 1949. Since that date the hospital has 
been under the control of a superintendent. He has rendered monthly reports to the 
town mayor, but these reports have been on a cash basis and have not shown separation 
of amounts by funds. You have been employed by the town government to prepare 
financial statements for the ten months ending December 31, 1949, and to do certain 
other work in connection with setting up an accounting system for the hospital opera- 
tions. The town wants the financial statements to be on an accrual basis, to the extent 
such basis is appropriate, and to follow usual fund-accounting practices. From the 
information presented below, you are to prepare statements covering income and expense 
and financial position. 

(1) The total contract price of the buildings was $240,000. The contractor was paid 
in the following manner: 

a Cash of $120,000 which was a contribution by the Federal government toward 
the hospital cost. 

6 Cash of $25,000 contributed by the county government toward the cost. 

¢ Hospital bonds issued by the town to the contractor in the amount of 
$100,000. These bonds are 5% bonds dated 1/1/49, due 1n ten years, interest 
payable semiannually They are general obligation bonds of the town but 
the town wishes to treat them in the hospital fund. 


(2) Equipment was initially obtained as follows: 


a Purchased by the town for cash—$35,300. 
b Purchased out of cash donations made by citizens for that purpose—$9,800. 
c¢ Donated equipment which had an estimated value of—$11,000. 
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The statement of cash receipts and disbursements, exclusive of items described 
for the ten months was as follows: 


Received from patients: 


NG opau Ss Pek wt ahd tae ek Ase Riese Rie wa ee $105,314 

RU RMOE eatg ie atte tae et aco cegrate « Wve-< Haale? oxy Sas hguu dias aceruita Cis lw omen erat 6,170 

RD SRETSARIOEIL Es Decnit rec slersit ce File War eedein eh necere a a-th aire aE RARER Ces 4,201 
Miscellaneous income from meals, etc. .......0ccccccccsececccccccecs 515 
Received from estate of James Peeling cia vs + ea ee eee 25,000 
Mr NCENPIININS, MUNCIE oc acc5. 4.5, ch stare, 0: sx-ecard dared Sb Ore bee aWinewe ; 10,410 
PURINE, ENGR ROUIOIE BOCONIOE 65 660k o'csicas oases wae seecceeadsineecae $ 32,500 
BRIANNE TOE RIOR aio ols Sia ce ecard ihe: bia odode ee ne ewneéulde: Waees 1,850 
Received from County for County Charity patients—room and meals .. 940 
BRON MRI 2 Sg aic ois cy Sx da's 161908 ae, Seas eva ipack¥.4 GRAS ON SAR e eee ote 2,000 
IN IN I ig ie 7 hain Win Wy wn lag Wiecs Rieaiuab es Wale We SUN ae ae ee 2,125 


ee a a ere, Sa ae 


PRYTOU ANG LAKE CUCTOOR IDAIG «6-0. 608 66.508 Nsiie.e Wales namin cleats cis. eae 
PUVES AUG RUNDE DUTCHAURT | 66.4506 aise sve: 9 bore b:9 0:4 ncoleleie a ble eg end 0210s 
Equipment NN ioc nas ce (e-cleliara es sin atk bare aie eae & AA ne ee 
Expense of operating rented property .... 6.6. ..0s0secccc cece se etesenee 
Miscellaneous expenses (including bond interest of $2,500)............ 


OG COB ION iii. nish ns sas coe s-0s ered en eee 


Bainee OF GRE E2/ SIT AD. 5s oie eo ae he ch he a eae os 





Investigation revealed the following additional information: 


a Patients’ accounts on the books as of December 31, 1949, amount to $9,403 
distributed as follows: For room and meals—$7,310; for laboratory and 
other fees—$1,095; for out-patients—$998. It is estimated that $500 of these 
accounts will never be collected. 

As of December 31, 1949, accrued unpaid wages, etc. amounted to $5,234; 
unpaid supply invoices amounted to $6,810 and accrued utilities amounted 
to $174. The analysis of miscellaneous expenses shows that there is $330 
of prepaid insurance. Kitchen and other supplies on hand amounted to 
$1,760 at cost. . 

c It has been decided to charge current income with depreciation on general 
hospital property at the following annual rates based on the year-end 
balance of the asset accounts: 

Buildings—2% 
Equipment—10% and 20% 

All equipment will take the 10% rate except for $18,500 of minor items of 
equipment, which will be depreciated at the 20% rate. Depreciation is to 
be computed for a full year. The reserve is not to be funded. 

d The following tacts were determined in respect to the donations: 

(1) The donation from the estate of James Johnson, M.D. was received 
July 1, 1949. It consisted of two houses and $25,000 in cash. The terms 
of the bequest provided that the cash is to be invested and that the 
income therefrom and from the houses is to be used for the purchase of 
surgical equipment. The houses had a market value of approximately 
$30,000 of which amount $5,000 was for the land. The estimated life of 
the properties from date of the gift was 25 years. The houses were 
rented and in addition to the $2,000 of rent received there was $159 
receivable as of December 31, 1949. All expenses on the houses for the 
year have been paid and are included in the disbursements. No purchase 
of surgical equipment has been approved. 

(2) The miscellaneous donations were made for general purposes of the 
operation of the hospital. 

(3) The Beulah Jenkins donation received June 1, 1949, consisted of cash and 
of $50,000 face value of X Corporation 44% bonds. Interest dates 
are June 1 and December 1. The provisions of the gift were: “The 
amounts are to be invested by said trustees in accordance with appli- 
cable law governing trust investments and the income derived there- 
from is to be used to defray or help to defray the necessary hospitaliza- 
tion of such indigent women as the trustees shall designate upon 
application by their physician.” The trustees were designated in the 
document. These trustees have accepted but have never met or trans- 
acted any business. 
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(4) The donations from churches are to apply toward purchase of an “iron 
lung.” No order has yet been placed for such equipment. 


4 [25] 

The Capital Company finds that it is unable to pay a year-end cash dividend with- 
out borrowing. However, its profits for the year 1949 as shown by its books ($83,485), 
were the largest in its history of operations. Some of the directors are puzzled as to 
the reason for the small cash balance and weak current position. The accounts have 
not been audited, but the company management engages you to assist them in preparing 
an explanation of the situation for the directors. As a part of your engagement you are 
to prepare a formal statement showing source and application of funds, accepting their 
profit figure of $83,485 as a starting point. 

Required: Prepare a suitable statement showing source and application of funds. 

The following information is available: 

TRIAL BALANCES 








Post-Closing Pre-Closing 
12/31/48 12/31/49 

Account Debit Credit Debit Credit 
GOAN: 5c ocaind ts cai tine vide eal oO eta ee ease haere S25 O0R ces cas G SOG 22285 
PICCOUNES: TOCHIVAUIE: ccc ec oh ac vctiwns cules ‘ SS00U | whrewec 20,000 | saaaee 
Reserve for loeh OO SOCOUNES.... nc ccccccctccsers “Seeeas S 7550 # sséess $ 1,800 
Eeistalrien® SIOURS PORCINE occ Scactcc.ccoesascs “Salpélen © -oeanles px eee 
PRVenioey Ob tate iialee oo 5 o.c boi wic us vleiev cco evrae SU,000 lc acsee SEU . evens 
Inventory of finished goods............eeeeee05 15 > seus TER. °aaeres 
Be weshore (OF SUDGNES: 6 cos «cs. 6 sco oes ca vaecars ra eee Aa. ~ vedees 
Investment in S Co. (50% of stock)............ A Serer e Le 3 a oe 
anid used iw DUSiesd? <.3665 06a cs veceeeerccse 10,000 9 Sew yi | ee 
Land not wsed ic busitiess: 66.05 co cnc wee ewes SURE eescsce 8 8=«(xcteee. feeeeen 
DIRS estan traces 's lee Alot ke aace ha ivecras hans care 9G0008) kscsus 90,000 —....... 
Reserve for depreciation of buildings............ 00s seeee CO00G ss eens 36,100 
WRDREINOEUS ¢  naeagudes careacenntvaeatinenein EZ0COW  .ckivcis ISROO8.~ avaces 
Reserve for depreciation of machinery...........  ssee.. S6000 8 = resaws 72,050 
COCGWUE ANG POLONES 5.6 5c ickedeecwsuteewes 14,000 anscas i? errr ee 
Bond CISCOURE UNAIMOTHIZED o6 6c. oss ence ens Se cee 2.160 
PGE DOI noes ov tc accnca Peccreseceses A eee 1,500 
PICA NEUS SEEM. 159. bop Siclk sah RRO EE) een 46,000 seus 47 
IRANEGES MUO EI Secgisida'y 6 6 < vce Wisin orale esa de ela Rie nee Me WOO 8 8 8 =. wavsinn $5) 000 
FRO RIOR oo oo < dla a-k ons Wa ne Ree. 0 eRe Lo) er 18.000 
Ou DRUA ee sce re one nc Se smeesnerenece) Neen cs ae: 8 8=—_s.ewcas 40,000 
Reserve for future inventory price declines...... 9 ...... 1.000 282s a kev 2.000 
Reserve for contingencies OPES CEL REET RE RE eae © “Ebas (3) 1) rrr 5,000 
Reserve for preferred stock retirement .......... 9 ..eeee T5006 ai ades 5,000 
Preferred stock—-6%. $100 Daf ..ccccs cc cwcececey eveeen yo ||! Serra ra” 25.000 
Common ‘stock—Sl00 far... cicccciscnvccusssncee ° “eewwee 100,000 ~—S——tiwt ee 100,000 
Treasury stock—common—100 shares ..........0 9 ceeeee ee eens 1G:000. aeewes 
SN ii a cigs eee TERA R Uae eRe eeN “ame Z6Q00 °° «sh vets 20,500 
Mien, CNOED <2 )p hc niece eect wee Ree Panacea’, <coeee  lectnaes llmamuaas 188,000 
Cost of goods manufactured and sold............ cooece coves 340 etwscs 
Selling atid General Cxpensé..... ..ccs cic ccceccas® weonecs ‘seater yn 7 rere 
MONG IMETORE ANG CISCOUNE ssc. ciccgec teeter see ssecue senna yx ee 
PTAl SORUNEE- TON CROONEE 60. kc scpictccaces “Aeneas “sawn SO. enews 
Loss on disposal ON IE tend oe ekahenden) Taibewee  aedae KA) epee ee 
Gant, 1H aloe: OF QERCUE ic ic icc cent calisseeuwe oCeseeek ealekers | Meco 25,000 
Reduction of GEPLECIALION (TESCIVE. ici cote) «| Negees 6 eesaye 0) eee 45.000 
eeppasenes UG Stes OF OLA. oi cis x<cewccacas  aeeosde °@eccee: earaeees 6,900 
Miscellaneous income and expense.............6+ 700 





Explanations of changes in certain of the accounts have been obtained. They show: 

(1) Provision for loss on accounts was % of one per cent of net sales which was 
charged to Selling Expense and credited to the Reserve. Recoveries amounted to $500 
which were netted against the expense. 

(2) Investment in S Co. has been debited with 50% of the profit of S and credited 
with a cash dividend of $2,125 received. The contra entries have been to Dividends and 
profits of S Co. and to Cash. 

(3) An appraisal was made of fixed assets as of January 1, 1949. It was as follows: 


Undepreciated . Net 

alue Depreciation Value 
Land weed th: Destness ois ics ccc ekckes es 3 23.0080 Secase $ 25,000 
Land not used itt DUSIMIESS. «<6. c cece cease 300005 . ccacec 30,000 
DUE 23 Saca srexa-e css Wao emed sae 140,000 $ 85,000 55.000 
Machinery & equipment ...66 o0.ccctcceces 210.000 100,000 110,000 
TOCA cscceidattanecartanenceewes $405,000 $185,000 $220,000 
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This appraisal was recorded by the following entry: 


NGpNECL RERELE TERM IPUMTTIOED : <c3a:0.o.0/bsererecs o-wcondinw 6 oacomleln Oar oee SotSi000" Seance 
Pe NOL MBER USIMOOS so 5.41410; c-4.0.4:015:4 (019 9 ora are eee 8 0-40 TO00G 8 82 kinvraace 
Reserve for depreciation of buildings............+..00.. 75. h | Crore 
Reserve for depreciation of machinery.............0..05 BGOC- —.- . saeains 
emiih tet Wate Ol ABB 5c og nce o'0 5. 6 ive oie 0 'slos a Sie rad eRe e Ewes $ 25,000 
Reduction of depreciation reserve.......ce.ccccscccccvccccece 45,000 


The land not used in the business was subsequently sold for $27,000 payable $2,000 in 
cash and the remainder in notes due in equal annual pay ments over a five-year period 
starting 7/1/50. The $3,000 difference between the sale price and the $30,000 undepre- 
ciated value was debited to Loss on disposal of assets. Depreciation, computed on an 
acceptable basis, was charged to expense of the year in the amount of $13,150. Purchase 
of new machinery in the amount of $21,000 was made for cash. 

(4) The company charged $5,000 of research and patent expenditures to the 
goodwill patents account and amortized against manufacturing cost, the amount of 
$2,000 of the previous balance. 

(5) The company wrote off to bond interest and discount, one-fifth of the bond 
discount upon retirement of $10,000 of the bonds at 94 on July 1, 1949. The regular 
amortization and the result of the bond retirement, including profit, have been included 
in bond interest expense. 

(6) The company had $9,000 liability for income taxes included in the accrued 
liabilities as of 12/31/48. However, only $4,000 was paid, therefore the $5,000 was 
credited to surplus and current expense charged with the estimated expense for 1949. 

(7) Because of price declines during the year, $8,000 of the Reserve for future 
inventory price declines was utilized by a credit to cost of goods sold. 

(8) During the year the company paid a $5,000 award rendered against them in a 
suit. The charge was to a Reserve for contingencies which had been created in 1948 
because of this and other pending suits. 

(9) During the year the company purchased 100 shares of its own preferred stock 
for $11,000. It charged $10,000 to the preferred stock retirement reserve and $1,000 to 
surplus. It has charged surplus with $1,500 of preferred dividends paid and credited 
miscellaneous income with the $300 which it kept because it owned 100 shares of the 
stock. 

_ (10) During the year the company reacquired 100 shares of its own common stock 
for $12,000. It charged the $2,000 excess over par to surplus. 


te 


PRACTICAL ACCOUNTING —Part II 
Thursday, May 18, 1950—1.30 to 6 p. m., only 


Solve all problems. 

] [10] 

The following information relates to Federal income taxes. List the identifying 
letters and numbers in a column and opposite each number give the letter which iden- 
tifies the correct answer. No reason need be given to support your answer. Your grade 
will be based on the number of correct answers. 

a In preparing a Federal income-tax return, the following items are deductible 
in the year paid by the taxpayer: 

(1) The total cost in the year acquired by a practicing CPA, of general 

accounting text and reference books purchased, having an estimated 


useful life of ten years. (a) True (6) False 
(2) Dues paid by a CPA to the American Accounting Association and the 
National Association of Cost Accountants. (a) True (b) False 


(3) Attorney’s fees incurred in defending an action of tort by a customer to 
recover for personal injuries caused by a fall in the defendant’s place of 
business. (a) True (b) False 

(4) Accountant’s fees for services connected with litigation of income taxes 
of prior years which was decided against taxpayer. 

(a) True (b) False 
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(5) Fifty-dollar fine for traffic violation which occurred when taxpayer was 
on a business trip. (a) True (6) False 
(6) Cost incurred by a business in training new employees. 
(a) True (6) False 
In preparing Federal income-tax returns for 1949 the four items described 
below should be treated in which of the following ways? (a) as a short-term 
capital loss (b) as an ordinary loss (c) as a long-term capital loss (d) as a 
loss not deductible for tax purposes (¢) in some other way 


The following items are not in any way related: 
(1) A non-business loan made by Jones in 1947 which became worthless in 


(2) Payne’s investment in 10 shares of the stock of X Corporation which he 
purchased on June 1, 1949, and which became worthless prior to Decem- 
ber 31, 1949, 

(3) The investment of P, a domestic corporation, in the capital stock of its 
wholly-owned subsidiary, O Corporation, which became worthless in 
1949. O Corporation derived its income from manufacturing activities 
and its stock was acquired by P in 1944. 

(4) A bond of Y Corporation with interest coupons attached purchased by 
Smith in 1946 for investment which became worthless in 1949. 


In order to give officers and employees added incentive, the Bluffton Meat 
Smoke Company adopted a program of issuing five-year stock options to 
key men. On December 24, 1949, Allen Numbers, Treasurer of the Com- 
pany, received a five-year option to purchase 1,000 shares of the Company’s 
treasury stock at $25 per share. The stock was then quoted at $26 per 
share on the Wells County Exchange. 
During 1949, Numbers paid interest in the amount of $1,200 to the Wabash 
Valley Bank on the mortgage on his residence and also paid the bank interest 
of $175 on monies he had borrowed to purchase bonds of The City of Bluff- 
ton as an investment. 
On December 30, 1949, in order to meet part of the principal payments on 
these obligations, Numbers surrendered a paid-up policy of insurance on his 
life for the cash surrender value of $4,000. Numbers had purchased this 
policy in 1940 for a single premium of $3,500. 
In preparing his Federal income-tax return for 1949, 
(1) Numbers may deduct interest in the amount of (a) $1,375 (b) $1,200 (c) 
$175 (d) 0 

(2) Numbers must include in gross income, in respect of the insurance policy 
cash surrender value received, the amount of (a) $4,000 (b) $500 ordi- 
nary income (c) $500 long-term capital gain (d) 0 
In addition to its other properties the Main Street Building Corporation owned 
three unimproved lots. Each lot had been purchased in 1933 for $2;000 and 
and each had a fair market value on January 1, 1949, of $10,000. On that 
day the Corporation declared and paid as a dividend one lot to each of its 
three common stockholders, each of whom held a third of the stock. None 
of the stockholders were dealers in real estate. On July 10, 1949, common 
stockholder A sold his lot to X, a dealer in real estate, for $11,000. On 
December 1, 1949, both stockholder B and stockholder C sold their lots to 
X for $9,000 apiece. 
(1) On transfer of the lots as dividends the Main Street Building Corporation 
realized taxable income in the amount of (a) $30,000 (6) $24,000 ordinary 
income (c) $24,000 long-term capital gain (d) 0 

(2) Each stockholder received a taxable dividend of (a) $10,000 (b) $8,000 
(c) $2,000 (d) 0 

(3) From the sale of his lot to X, A realized taxable income of (a) $11, 000 
(b) $9,000 (c) $1,000 ordinary income (d) $1,000 long-term capital gain 
(e) 0 

(4) From the sale of their lots to X, B and C each realized taxable income of 
(a) $9, - (b) $7,000 (c) $1, 000 ordinary loss (d) $1,000 long-term capital 


loss (ce) 0 
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e On January 1, 1931, The Breakwater Corporation took out a policy of insur- 


ance on the life of its President, J. B. Farmer. The policy was on a life- i wit 
paid-up-at-age-65 basis and the insurance will be paid up on January 1, i Bal 
1955, when Farmer becomes eligible for retirement under the Corporation's [| pre 
retirement program. The face amount of the policy is $100,000 and the tray 


annual premiums are $3,000. On December 31, 1948, the cash surrender 
value of the policy was $50,000 and on December 31. 1949, that value was 
$52,000, in each case before payment of premium due the following January 1. 

(1) In respect of the $3,000 premium paid by the Corporation on January 1, f Cas! 
1949, it may deduct in preparing its 1949 Federal income-tax return the 
amount of (a) $3,000 (0) $2,000 (c) $1,000 (d) 0 

(2) The increase in cash surrender value of the policy during 1949 resulted in 
taxable income to the Corporation in the amount of («) $2,000 (b) 0 
(c) $1,000 ordinary loss 

(3) If the Corporation had surrendered the policy on December 31, 1949, it 
would have had a deductible loss in the amount of (a) $5,000 ordinary 





ser ‘ acc 
loss (b) $5,000 long-term capital loss (c) 0 : 
(4) If J. B. Farmer had died on December 31, 1949, the Corporation would I 
° e a: ts nv 
have received the face amount of $100,000 and would have had taxable U. 
income in the amount of (a) $43,000 ordinary income (b) $43,000 long- Ma 
term capital gain (c) $48,000 ordinary income (d) $48,000 long-term Lit 
. . y 
capital gain (e) 0 nar 
Lat 
? ( . 
- [1 ) Bui 
cat . ‘ : . . : ; Acc 
Phe Speculative Realty Company was organized and started operations in January, hi 
1949. It is engaged in acquiring unimproved land and dividing it into lots for sale as Ma 
home sites. Realizing that the project is speculative, the company decided to take up -” 
gross profits on sale of lots (after deducting any commissions payable to salesmen) in Cau 
the proportion that cash collected each year bears to the sales price. The transactions Un 
for 1949 were as follows: yt 
cc 
a They purchased 120 acres of land for sub-division at a cost of $48,000 payable Ree 
in cash and divided the land into lots of 100-ft. width and 120-ft. depth, i 
obtaining a total of 310 lots. The remaining area was devoted to streets 
and other general purposes. The lots were priced according to location as Re: 
follows: The A lots were listed to sell for $1,500 each, B lots for $1,000 each ! 
and C lots for $800 each. There were 80 A lots, 100 B lots and the remainder Bor 
were C lots. Re: 
b Costs and expenses incurred in 1949 were as follows: i 
Legal fees for purchasing land, surveying fees, etc...........0.eeeeeee $ 6,000 ; Res 
Grading contract ate SIE ois ot Ra his ha ashe r ne eee 22,500 : Cor 
WAteh BOG) Sewerage SYStGIl CONLIACEs¢ sc « 94s. be eloyetiencaaisaaecouene aes 18,490 
Paving contract ..... ons 5 ; 26.630 | Su 
Building model home which is to be offered for sale and expected to yield ‘ = 
a profit : id tai. nh ton WENT AS 13,500 Pre 
ENS gb s Cry game Te Uliano F111 Cet oc a en eee ee A ene ar Qeteclneren Se 7,300 
General office expense of which one-fourth is considered applicable to the Sal 
period after development of the lots has been completed............... 23,600 Dis 
SNES “PRUNE Bs ONLY S500: avel srs. 0) 0018 0 sara mar secere ater Ree 9,000 ) 
et re ere ae : : : 2,210 
c Sales during 1949 were as follows, all at the prices listed above: ee 
. ost | 
A lots—26; B lots—32; C lots—12 
: . e Je 
All lots were sold with a one-quarter down payment except six of the A 'ots om 
which were collected for in full. The notes taken were payable in three , 
installments starting one year from date of sale. Ignore interest on the notes. Res 
Prepare a statement, supported by all necessary computations presented in i 
good form, showing the net profit of the company for the year 1949, $ Dir 
3 [30] Int 


You have been engaged to audit the Thomas Trading Company as of December 31, 
1949. A summary of the general ledger accounts is presented below. Based on the 
transactions as stated and the supplementary information, you are to prepare working 
papers which show in detail “Ledger Balance 12/31/49,” “Audit Adjustments,” “Profit 
and Loss for Year,” and “Balance-Sheet 12/31/49.” Columns for “Surplus Changes” 
may be included or entries to “Surplus” may be shown in the other columns provided 
such entries are clearly identified as applicable to “Surplus.” 


488 lugust i$ 











ald 
ble 
1g 


rm 





as | 
h | 
| 


ts 
ec 


in 


SI 





The 109th New York Certified Public Accountant Examination 


Key all audit adjustments and in journal form present the adjusting entry together 
with a brief explanation of the purpose of or reason for the entry. A work sheet tor 


Balance-Sheet accounts and a separate work shee 
prepared. There are no posting errors or mathemat 


transactions for the year. 


Accounts receivable ........... 


THOME go 5.50.60. 0:6. 6:650 00028 
securities 
Company 


Inventory 
U. S&S. Tax 
Marketable 
Life insurance 

president 
Investment in B Co. (90% 
Land 
Buildings 
Accumulated depreciation 

buildings 
Machinery 
Accumulated depreciation— 

machinery 
WRCANIRTIE orn cces Pail ai ale wish ois 
Unamortized bond 
Prepaid expenses 
Accounts payable 


Reserve for 1948 and 1949 
income taxes 


Reserve for possible inventory 
price declines : 


Maris. PAFAWIS ooo c cess ccenee 
Reserve for losses............- 
Reserve for bad accounts........ 
Commemott SOQE 6 ceksscneswerecns 
SEER eae SC mre 

Treasury stock .....eccesesee 
Sales 

PePGUGSOH cco cwnlns 30 ts wee es 
PRpeHGES) fe cicas cscporoe cute 
Depreciation expense ......--4. 


Bad deht Expense... ..2sc.ss2s 


Recoveries of accounts charged cl 


if PEIOe VOAES s <0 cysre sae se horn 
Dividend and interest income 
Interest on bonds.........-+e+- 
LYo0 


Ledger Balances 


12 
Debit 


8,000 


17,000 


20,000 


3,000 
7,000 


10,000 
200,000 


100,000 


3,000 
1,000 


31 


‘fe 


8 


Credit 


50,000 


50,000 


12,000 


15,000 


5,000 
100,000 
10,000 


2,000 
30,000 


93,000 


$369,000 $369,000 


Summary of Transactions 


Debit 
(b) $ 181,000 
(g) 205,000 
(j) 40,000 
(1) 4,000 
(r) 10,000 
(a) 190,000 
a) 5,000 
(t) 15,000 
(q) 30,000 
(f) 2,000 
(f) 10,000 
(e) 1,000 
(1) 30,000 
(n) 10,000 
(t) 14,000 
(h) 2,000 
(d) 2,000 
(c) 12,000 
(in) 9.000 
(z) 3,800 
(h) 100,000 
(u) 14.000 
Cw) 3,000 
(x) 4,000 
(k) 7,000 
(x) 100 
(c) 140,000 
(p) 20,000 
(v) 5,000 
(t) 1,000 
(e) 24,000 
(v) 15,000 
(y) 5,509 
(o) 15,900 
(s) 475 
(ce) 6,000 


$1,135,875 


(c) 
(e) 
(f) 


(0) 


(0) 
(u) 


g) 


(p) 


(v) 
(g) 
(v) 
(y) 
(z) 
(s) 
(j) 
(x) 
(@) 
ql) 


(b) 


(r) 
(x) 


Credit 


$ 152,000 


31,000 
42,000 
102,900 
5,000 
7,000 
9,000 
10,000 
30,000 
3,000 


180,090 


4,000 


1 
14,000 


,000 
( 
,000 


1 
t 
5 


20,000 


5,000 
200,000 
15,000 
5,500 
3,800 
475 
10,900 
4,000 
30,900 


4,000 
190,000 


30,000 
2,000 


1,990 


10,990 
100 


Ledger t 
12/31 


Debit 


hr 


57,000 


47,000 
50,000 
2,000 
13,000 
8,000 
30,000 
10,000 
200,000 


110,000 


3 


3,000 


3,100 


136,000 
37,900 
20,500 


475 


6,000 


t for Profit and Loss accounts may be 
ical errors in the trial balances or in the 


Jalances 
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Credit 


$ 54,000 
61,000 
20,000 


2,200 


10,000 
200,000 


44,000 
121,000 


190,000 


1,600 


10,100 
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Summary of Transactions Recorded During the Year 
RB) SOOOIER SRRTOOIO oes iisietc S045 hws 065-4 00 whee $190,000 
es okie e aor ee ee LES antes ale be $190,000 
Sales on account. 
CO ERURNIEY atin a thea ator abate raa Si oalnusen aon Moma ean 181,000 
PAINS LOCHIVAIE as cdincicic ss cin sieseesi aces swans 180,000 
Recoveries of accounts charged off in prior years.... 1,000 
Cash collections from accounts. 
CSF NIE ios wicioin 0.064 hay A eKe Reh ka Nedeea awe 140,000 
RANI PANE MIIND 5) 50 5:< 5-4 s,0 Gintors Ke piKares ace ase pre Sales ieee 12,000 
Ne Gre eine cosa Xn Gy ond Sas y Seg satara es ee nt Seconazere wdc eee 152,000 
Purchases for the year and payment of the opening 
balance of accounts payable. 
Cha a I ONIN 5. cin a sco ae oO ie Ok Seren one Wee we 2,000 
NN RE rr res 2,000 
Net change in prepaid expenses during the year. 
CO) NOR gos oa o skis aa view ea kawss ene seeeeaneus 24,000 
Interest on 6,000 
Life insurance—company president ae 1,000 
OP RAR ne: REAR AAA RS ene aire 31,000 
Disbursement for operating expenses, bond interest 
(including interest deposited with trustee) and 
life insurance premium. 
(f) Investm NE DRE Matis siete nee aks basin eenawee Caan ae 30,000 
U.. S.. Tax notes. <.3s< PO ee ee alas 2,000 
Marketable securities ..........++.ss.ceccscceeeees 10,000 
aR eee tn ee ee re er ee 42,000 
Disbursement on January 1, 1949, for stock of 
B Company, tax notes and marketable securities. 
CGP Maa aie ssi alolsia a siaies died sie Hed einientie ee SNe ee Nas 205,000 | 
NE SRN ia os ai srs ae cade CASES PERE wE OSS 200,000 } 
Ghamortized bond discount.........ccscossccevecs 5,000 
Issuance for cash on January 1, 1949, of $200,000 
of 3% twenty-year bonds at $102.50. 
CR TRE PRUNE, Foi ici sics awe bea ele as /b:seeareA Meee 100,000 
Unamortized bond discount.............. NE aN Ee 2,000 
RMB ey eats Ramis cante cea vn lse eostis nkne's eee a eine aes 102,000 
Redemption at, $102 on january 1, 1949, of the ; 
outstanding issue of 5% bonds which were due i 
January 1, 1954. { 
(1) Accounts receivable 5,000 
MERE a¥ 650 ds bh A GSU es S he Ad CE GRE ORS ELAINE 5,000 
Cash advance to the company president. 
th ke oI a Ree Ee re ey a eee RoR 40,000 
NONI GURNEE ccs k ss acu dipaie Varkrnre mw aeieceleAeaiee ban 10,000 
son enon ies a hice aie eR ae Sees 30,000 
Issue for cash on June 30, 1949, of 10,000 shares | 
of no-par common stock at $4 per share. (See | 
comment under “Additional Information, Item 
”) 
Cie IN NN go ce cree a ae ee kareena Mae 7,000 
RNR se oe riate aac ara mts lg ae crea ela aertiata Saiaecatee net 7,000 
Purchase on July 31, 1949, of 2,000 shares of the 
company’s own common stock at $3.50 per share. 
REP SRGME awe Kawa cobs SAWN STH OLA EAS See Henao eee es 4,000 
be ig J MIN ins 5 2s git 5 esate aids ei alas tackle meat maces 4,000 
Sale at $4 per share on August 31, 1949, of 1,000 
shares of the stock reacquired on July 31, 1949. 
(See Item j above.) 
(m) Reserve for 1948 and 1949 income taxes...........+. 9,000 
SR rad a We Se Oar Rae ne e eenineT rr ee . 9,000 
Payment of 1948 income taxes in full. 
NE 6k cecawikeduded aR CAs Ge NeR se ween eRCERS 10,000 
NMEA Sciis's aie Ra weeicin eo Slit a ON oles ale ales edie ener ees ; 10,000 
Payment for machinery purchased on January 2, 
1949, together with $200 freight and $800 instal- 
lation cost. 
(0) Depreciation expense .....ccecccscccece ecbescseace 15,000 
Accuniulated depreciation —building .............- 4,000 
Accumulated depreciation—machinery ...........++ 11,000 


Depreciation expense for the year at the rate of 
10% on machinery and 2% on buildings. 
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CO) PE io keene viedscdcnsd esterases eens eesenns 
FRIAS OUI oe gs os dos ce wan io oe ears 
Set up the unrecorded eo ged and accounts pay- 
able at December 31, 1949 
Ca) THUGHIORY: Sus ccchncscceuass ace weenie He aeeeehe e bole 
PUSGRAGGS i cccya veccaaae eee seen eaters 
To ane ‘the inventory balance as of December 
31, 1948, to the correct balance as of December 
31, 1949, 
CO) GM cv insicdstivtceseceuceens Keebenweeeds ceeedens 
Dividend and interest income.........essececces 
Interest and dividend collected. The dividend of 
$9,000 was from B Company. It was declared 
on January 10, 1949. The surplus accounts of 
. Company decreased $10,000 during the year 
949, 
Ce), Rad dene Cxpensen. ccscavaccseuscsseeseeisencuaees 
Reserve £08 Dad ACCOUINtS .ic ceec oc cvecevnccuaves 
Provision for estimated loss on accounts receivable. 
The company bases its provision on 4 of 1% 0 
sales under the theory that the net uncollectible 
receivables (charge- offs less recoveries) arising 
in each year will approximate that amount. 

(#) Accounts receivable ............. ho las dheaeernusee 
POLGRENES 5 Nao coeeediwucscecudnweunmaecEeneaeee ° 
GOGIWENE cls cuckcrsc ree devncwnceedeceus Macnee nee ta 

COT PE CR eee ee ra errr eC er ery ° 

On July 1, 1949, the company purchased the inven- 
tory ae receivables of the Cole Sales Co. at a 
cost of $30,000. The purchase was made pri- 
marily to obtain an exclusive agency having 
seven years of remaining life. The inventory 
obtained in the purchase was valued at $1,000 
and the receivables, all of which were collectible, 
amounted to $15,000. (Also see the following 
item.) 

Cu). Rm Tat HOR ais oc Berit cawndedeconawnnets 

MROORIPIED, «26.55 v5.0 Aeneis aereresibd hile eae eia a plete ean 


The $14,000 set up as goodwill as a result of the 
purchase of the business of the Cole Sales Co. 
was written off to Reserve for losses “in order 
to avoid showing goodwill on the balance-sheet.”’ 


v) Expenses 





urchases 
Reserve for possible inventory price declines........ 
Mmesecee. [0° TGssGhs .cccurccedsesecernesecene wees 


The directors decided that, in view of the general 
business uncertainty, the Reserve for losses and 
the Reserve for possible inventory price decline 
should be increased. These provisions were 
charged to expense of the year, the inventory 
provision being charged to purchases and the loss 
provision to expenses. 


(wo} Reserve: for 1Ossessiicca ccccdesdcendccucdsvicsevenens 
PMID > cs aig eal did ra eck aGiol a Wie) a Geeiataareake Mew aiera «ae erelata 
Payment to B. Walter, an employee, in settlement 

of his claim for personal injury as a result of 
an accident on March 2, 1949. The charge was 
to Reserve for losses. 


Ce) GaeOleey. on iarecne sk cadne neeesdhewceeereneeeseenmane 
PVCRNIEN MUNOE occ cuivctscienciesenecesneceescnveres 
COD GONE a ik paneer rataneeuednesecesaceukss 


Dividend and interest income........... 
A stock dividend of 10% was declared and paid 
on September 1, 1949. The stock was credited 
to capital stock account at $1 per share. 


(y) Depreciation expense «60. c i cissecescctdecsscosees 

Reserve for I66seS.o< 6:06. <sse00 8 a B ecaPulee dc taietin Gs 

The board of directors approved ‘the ‘following 

action applicable to 1949 accounts: “ In view of 

the 50% rise in machinery prices over average 

prices at which the company acquired its ma- 

chinery now in use, it is suggested that deprecia- 

tion on machinery should be increased 50%, with 

the credit made to Reserve for losses rather than 

to the depreciation reserve in order to keep the 
latter account on a cost basis.” 


qust 


1950 





20,000 
$ 20,000 

30,000 
30,000 

10,000 
10,000 

475 
475 

15,000 

1,000 

14,000 
39,000 

14,000 
14,000 

15,000 

5,000 
5,000 
15,000 

3,000 
3,000 

4,000 

100 
4,000 
100 

5,500 
5,500 
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(z) Reserve for 1948 and 1949 income taxes...........4. $ 3,800 
Memeree COP MORNE G eo ois 60500 cn 040060555 04040008 
The Reserve for income taxes was debited $3,800 
with a corresponding credit to Reserve for losses 
in order to reduce the Reserve for income taxes 
down to the estimated liability as of the close of 
1949. (The amount of $2,200 liability may be 
assumed to be the correct liability for the pur- 
pose of this solution even though you may adjust 
net profit.) 


$ 3,800 


Additional information was developed during the course of your audit (which is 

the first audit that the company has ever had) as follows: 

(1) The cash surrender value of life insurance was $2,000 on December 31, 1948, 
and $2,500 on December 31, 1949. 

(2) On December 31, 1949, the “bid” price of the bonds included under marketable 
securities was $13,500 and the “ask” price was $14,000. 

(3) Common stock has no par value. The original issue of 30,000 shares was at 
$2.00 per share. The company set up each share at $1.00 per share in the 
stock account in order to have the account show the number of shares out- 
standing. The board of directors approved this practice. 

(4) The analysis of surplus shows the following summary of transactions since 
inception of the company: 


Amount received from issuance of 30,000 shares of common stock at 





$2.00 per share above the amount credited to the capital stock account. $ 30,000 
Reh GRVONMERINDY DUELS 65 5:5 40:51 0-0-pFb arose Wie wAlethiw cle Soa loaee uk te aera bak 90,000 
ee, RNS Chey arcs a deeansoee aS wndenens senna ce uae s Lessa $120,000 
oe a net ie gia Rene See teers ca) apn el Suen Wr ke aU amt ale ¢ 25,000 
Balance Decenibet 315.1948 via idcierc ec wieleeaveww ce dxee ee Sats $ 95,000 


AN ADIRONDACK VIEW 


Wanted—A name for our occupation. It needs to be short, easily pronounced, easily 
spelled, distinctive, etc.—you figure out any other requirements to suit yourself. 

As it stands we are accountants—and there are as many kinds of accountants as there 
are kinds of doctors. Among the folks called “Doc” or “Doctor”, there are physicians, 
dentists, ministers, college professors, optometrists, veterinarians, medical technicians, fortune 
tellers, magicians, and patent medicine men. When folks get technical, we are Certified Public 
Accountants. What a meuthful. And not room enough to print it in most lists, like the 
telephone directories. 

The word “public” is unnecessary. In Canada and England they left it out. Wish we 
had done the same. We don’t have Public Attorneys-at-law; or Doctors of Public Medicine; 
or Public Architects. It looks as though we got an extra word hung on us. 

What is the answer? Guess I better look myself up in our most used reference book— 
the telephone directory. There it is—“CPA”; all caps, no spaces, no dots after the letters. 
And now I remember: the State Society gets out a monthly bulletin entitled “Cpa News”. 
With its June issue, the American Institute’s monthly membership bulletin became “The 
CPA” 

There you have it—local, state, and national. You are a CPA. It’s been decided. Like 
it or not, that’s it. It’s short, easy to pronounce, easy to spell, and distinctive. What more 
do you want? 

Leonarp HouGuTon, C.P.A. 
Of the Adirondack “Chapter” 
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Conducted by BENJAMIN Harrow, C.P.A. 


Depreciation— 
Declining-Balance Method 


Under the income tax law a de- 
duction for depreciation is allowed in 
arriving at taxable net income. The 
allowance is intended to cover the ex- 
haustion and wear and tear of property, 
including obsolescence, and the amount 
must be reasonable. Generally taxpay- 
ers use the straight-line or fixed per- 
centage method of determining the 
depreciation allowance, but the Regula- 
tions under the Internal Revenue Code 
permit any other method if it is in ac- 
cord with a recognized trade practice. 
The declining-balance method has been 
approved by the Treasury (I. T, 3818; 
CB 1946-2,42). In a special ruling 
issued by the Treasury on August 30, 
1946, owners of rental housing property 
were given permission to accelerate the 
rate of depreciation for tax purposes by 
using a declining-balance method of ac- 
counting for depreciation. However, 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society's Com- 
mittee on Federal Taxation, and its 
Committee on State Taxation. He is 
also a member of the Institute’s 
Committee on Federal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 











such rate of depreciation could not ex- 
ceed 150% of the normal straight-line 
rate. 

It is the common experience of tax- 
payers that property depreciates at a 
greater rate in the earlier years than in 
succeeding periods, and the use of a 
declining-balance method, in accordance 
with the foregoing special ruling, would 
probably have the approval of engineers 
interested in the problem of measuring 
depreciation. The tax advantage of this 
method of computing the depreciation 
allowance lies in the fact that the de- 
duction is accelerated for the initial 
years of ownership. Ultimately, of 
course, the percentage rate of deprecia- 
tion applied successively each year 
against the declining undepreciated 
value will be smaller than the deduction 
that might be allowed under the 
straight-line method. That, of course, 
is the essential difference between the 
straight-line basis and the declining- 
balance basis. 

In an article! discussing the advan- 
tages to builders and purchasers of new 
rented business properties in the use of 
the declining-balance method, the au- 
thors? point out that the period of ad- 
vantage will vary with the length of 
time over which 100% depreciation is 
to be computed. For a building with an 
estimated life of 33% years, there will 
be an advantage for the first nine years 
of its life, if the maximum 150% of the 
straight-line rate has been allowed by 
the Treasury Department. For a build- 
ing with a life of 25 years the advan- 
tage would continue for a period of 
seven years. 

Under the special ruling it is not 
iecessary to obtain permission to use 
the accelerated declining-balance meth- 


1 N A H B Correlator, published by the National Association of Home Builders; May, 


1950. 


2 Sylvanus G. Felix and John J. Griffin, attorneys 
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od of computing depreciation at the end 
of the first tax year in which new rented 
properties are acquired. To change 
over from a straight-line basis permis- 
sion would be required. As for a change 
back to a straight-line basis from the 
declining-balance method, an applica- 
tion for such change could be made in 
later years on a showing that the de- 
clining-balance method is not then 
equitable. 

The State Tax Commission has no 
comparable ruling on the use of the de- 
clining-balance method for the purpose 
of accelerating depreciation allowances, 
but it would probably accept the method 
if it has been approved by the Commis- 
sioner of Internal Revenue. 


Interest Rate on Delinquent 

Taxes and Refunds 

The House Ways and Means Com- 
mittee recently voted to reduce the in- 
terest rate on refunds of taxes from six 
percent to two percent.’ The interest 
rate on additional taxes due remains at 
six percent. So many years may elapse 
before the government completes the 
audit of a return that the interest charge 
may be quite a substantial item. The 
action of the House Ways and Means 
Committee has aroused bitter criticism. 
David Lawrence, in a recent column in 
the New York Herald Tribune, calls 
the use of a six percent interest rate on 
additional taxes due a punitive measure 
and a form of usury. He feels that if a 
determination of tax due were made 
within one year there would be no 
objection to paying interest at the six 
percent rate on additional taxes due. 
But the practice of the government is 
to make a determinatiort some time be- 
fore the three-year statute of limitations 
expires. Frequently, the government 
requests a waiver extending the limita- 
tion period. Lawrence calls this a form 
of “blackmail.” In the meantime the 
interest multiplies on any additional 
taxes. 

The State Tax Commission is much 
more liberal in assessing interest on 


3 Subsequently changed to 3%. 
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additional taxes due. Sec. 377(3) pro- 
vides for the payment of interest on 
additional taxes at the rate of 1% per 
month. However, when the Commis- 
sion issues a notice of assessment for 
additional taxes it does not add any in- 
terest provided the tax is paid within 
thirty days (formerly ten days). Inter- 
est is added if the tax is not paid within 
that period. If a taxpayer wishes to 
protest the assessment he must do so by 
filing a claim for revision or refund 
(Form I T 113). Should the Commis- 
sion, after a hearing, decide that the 
tax is correct, the taxpayer might then 
be required to pay interest, unless of 
course the additional assessment was 
paid before the claim for revision was 
filed. 

Mr. Lawrence suggests that the in- 
terest rate of 6% on refunds, as well as 
on deficiencies, be kept if the deter- 
mination is made within one year from 
the filing of the income tax returns. On 
determinations made within two years 
of filing the rate should be 4%, and 
beyond two years the interest rate for 
refunds and also for deficiencies should 
be 2%. This, he thinks, would serve 
as an incentive to the government to 
clear pending cases promptly. 


Change of Classification from 

Article 9 to Article 9A 

A real estate corporation becomes 
subject to tax as a business corporation 
if any material part of its real property 
is used or occupied by a business cor- 
poration, where substantially all of the 
capital stock of the real estate company 
is owned or, controlled, directly or in- 
directly, by the business corporation 
or where substantially all the capital 
stock of both corporations is owned or 
controlled directly or indirectly by the 
sae interests. 

One of our members complains of 
such a reclassification that was made 
of one of his clients under circum- 
stances that he considers “completely 
unfair and unreasonable.” No inquiry 
was made by the Tax Commission as 
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to the fairness of the rental involved, 
or the meticulous care which was taken 
to have both corporations deal with 
each other at arm’s length. The fair- 
ness of the rental and the fact that the 
corporations dealt with each other at 
arm’s length are not material. What 
is relevant is the use of a material part 
of the property of the real estate com- 
pany by the business corporation and 
the control of both corporations by the 
same interests. 

Our member complains further that 
the entire case was handled through 
correspondence. The taxpayer may still 
request a hearing, which the Tax Com- 
mission will grant. If the assessment 
has already been made, the taxpayer 
should file a claim for revision (Form 
7 CT). The real issue is whether a 
material part of the property of the real 
estate company was used by the busi- 
ness corporation and, as we have pre- 
viously mentioned in the Clinic, that 
term is nowhere defined. 

The taxpayer may be able to reduce 
the increased burden of the franchise 
tax by requesting the Commission for 
permission to file a combined report for 
both corporations. 


Taxation of Nonresidents 

In the July issue of the Tax Clinic# 
we commented on the Carpenter case. 
The Appellate Division held that a non- 
resident lawyer admitted to practice in 
New York who has his only office in 
New York City, was subject to tax on 
all of his professional income, even 
though part of his income was attribu- 
table to services in federal and other 
courts outside New York. 

Prentice-Hall makes an interesting 
editorial comment on this situation in 
Report Bulletin 27 of its New York 
*Tax Service, dated May 29. It notes 
that “this seemingly harsh rule is con- 
fined to professions that depend on a 
special privilege granted by the taxing 
state and which can’t be conducted law- 
fully elsewhere.” As we indicated in 
our comment this rule would not apply 





4 New York Certified Public Accountant; 
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to a business which had offices within 
and without the state. If the lawyer 
were also licensed in another state, in 
our opinion he would be permitted to 
apportion income to sources without 
the state. Prentice-Hall also notes that 
if a nonresident attorney worked for 
another attorney and maintained no of- 
fice himself, he could apportion his in- 
come under the rule applicable to wage 
earners generally. This rule apportions 
a nonresident’s compensation provided 
he works both within and without the 
state. Only that portion of his total 
salary which the working days in New 
York bears to the total working days 
would be taxable by New York. 


General Business and 

Financial Tax 

This is popularly known as the Gross 
Receipts Tax, but the law classifies a 
financial business separately for tax 
purposes. The ordinary business is 
taxed upon gross receipts at the rate of 
1/5th of 1%, but the financial business 
is taxed upon gross profits at the rate 
of 2/5ths of 1%. The ordinary busi- 
ness may be doing a financial business 
in part, in which case it would file two 
returns and be taxed on gross receipts 
as to one portion of its activities and on 
gross profits as to the financial portion 
of its business. 

The law (Sec. B 46-1.0) and regula- 
tions (Art. 301) define financial busi- 
ness. It includes factors, commission 
merchants, ‘and where the comptroller 
shall so determine as a fact, dealers in 
merchandise where the spread between 
the cost of goods sold and the sale price 
is analogous to or in the nature of a 
commission and does not in any event 
exceed 3% of the cost of goods sold, 
and such determination of fact by the 
comptroller shall be final.” 

A dealer or distributor in butter and 
eggs could qualify as doing a financial 
business if the gross profit realized is 
not in excess of 3% of the cost of goods 
sold. In our opinion, he also could 
qualify as a commission merchant, in 


July, 1950, pp. 428 and 429. 
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which case the gross profit percentage 
of 3% would not be a factor in deter- 
mining his qualification as doing a 
financial business. The regulations 
(Art. 306) define a commission mer- 
chant as “an agent employed to sell 
merchandise consigned or delivered to 
him.” A commission merchant may 
sell for his principal in his own name 
as well as in the name of his principal. 
\ del credere agent, that is one who 
guarantees the payment of a debt in 
consideration of additional compensa- 
tion, is classified as a factor and sub- 
ject to tax as conducting a financial 
business. 

In spite of the higher rate of tax on 
a financial business, there is a tax ad- 
vantage in that such a business is taxed 
on gross income, whereas the ordinary 
business is taxed on gross receipts 
without any allowance for cost of goods 
If the dealer in merchandise is 
engaged in any processing of the mer- 
chandise he may not qualify as doing a 
financial business. 


A | 
SOIC, 


Unincorporated Business Tax— 

Liquidation of a Business 

A partnership is engaged in the busi- 
ness of buying plants and then dispos- 
ing of the assets. Ordinarily, liqui- 
dating a business is not carrying on a 
business and, therefore, the income is 
not subject to the Unincorporated 
Business Tax. But if the liquidation 
of businesses is the business of the part- 
nership, it is carrying on a_ business 
subject to this tax. 

In a case recently before the Income 
Tax Bureau, the partners of such a 
partnership were also partners of a 
second partnership through which the 
individual partners made investments, 
chiefly in securities and commodities. 
The partners shared profits equally in 
the second partnership, while the profit 
sharing ratio was different in the first 
partnership. Some years ago the in- 
vestment partnership made an invest- 
ment in a venture in which the part- 
nership was completely inactive. The 
venture consisted of the liquidation of 


190 


a business of a different type from the 
kind engaged in by the first partner- 
ship. The liquidation was completed 
after three years except for two parcels 
of real estate. These were disposed of 
several years later. The investment 
partnership reported its share of the 
profit on the sale of the real estate. 
The Income Tax Bureau held that the 
profit was subject to the Unincorpo- 
rated Business Tax since the partners, 
through the first partnership, were en- 
gaged in. the business of liquidating 
businesses and the sale of the real es- 
tate was part of such liquidating busi- 
ness. It held further that the. income 
of the second partnership should be 
added to the income of the first part- 
nership for Unincorporated Business 
Tax purposes. 

In our opinion, this ruling ignores 
the substance of the transactions. The 
separate partnerships had reality. They 
were separately organized for different 
purposes and they were kept separate. 
A passive investment in a single liqui- 
dating venture is not the carrying on of 
business any more than an investment 
in a security is the carrying on of the 
business represented by that security. 

In recent years the Income Tax Bu- 
reau has been drawing fine distinctions 
in the treatment of liquidations. If a 
partnership dissolves and proceeds to 
wind up its business the sale of the as- 
sets is considered a natural consequence 
of the normal operations of the business 
and so is subject to the Unincorporated 
Business Tax. If the liquidation is car- 
ried out by a receiver or an independ- 
ent liquidator the business would not be 
subject to this tax. 


Capital Gain or Ordinary Income 


In the above case another issue was 
raised. Was the partnership’s share of 
the profit resulting from the sale of the 
real estate a capital gain or ordinary 
income? The Income Tax Bureau 
argued that the gain was ordinary 
income, since the real estate was 
property held for sale to customers 
in the ordinary course of the liqui- 
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dating business of the venture. Un- 
like the federal rule, there is no provi- 
sion in the State law similar to I.R.C., 
Sec. 117j, which treats the sale at a 
profit of real property used in trade or 
business as a capital gain, or if sold at a 
loss, as an ordinary loss. In the hands 
of the original owners of the business 
that was being liquidated there is no 
doubt that the real estate comes within 
the definition of capital assets. Does the 
nature of the asset change in the hands 
of the liquidator? It is possible for 
property to be a capital asset to one tax- 
payer and not a capital asset to another. 
Other facts would have to be taken into 
account. 

We have in mind another situation 
where the nature of an asset changes. 
A partnership dissolves and distributes 
its assets in kind, including an inven- 
tory, to the partners. The essence of a 
partnership dissolution is a disposition 
of the partnership interest. A sale of 
such an interest results in a capital gain 
or loss. When assets are distributed in 
kind, the transaction is not completed 
until the assets are disposed of. In fact, 
the basis of the assets distributed is re- 
lated to the capital interest and deter- 
mined by it. The disposition of the 
assets received in kind determines the 
amount of capital gain or loss on the 
partnership interest. It would seem 
therefore that the liquidation of the sep- 
arate assets, even the inventory, results 
in a capital gain or loss. 


General Business and Financial 
Tax (Gross Receipts)—Refunds 


The Gross Receipts Tax rate has 
been increased over the years from 
1/20 of 1% with an exemption of 
$15,000 in 1933, to the present rate of 
1/5 of 1% with no exemption if re- 
ceipts are over $10,000. Taxpayers are 
beginning to feel the full impact of a tax 
that at first was viewed as something 
quite innocuous. Unlike federal and 
state tax laws the Gross Receipts Tax 
law is administered strictly by the office 
of the Comptroller, the emphasis being 
on the collection of the revenue rather 
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than the equitable rights of the taxpay- 
er. Take the question of refunds, for 
example. There is a provision in the 
law and regulations (Art. 122) with re- 
spect to refunds of taxes “erroneously, 
illegally or unconstitutionally collect- 
ed.” Two types of refunds are recog- 
nized. One is the refund based upon a 
mistake of law and the other upon a 
pure mistake of fact. But, to obtain a 
refund based upon a mistake of law, 
the taxpayer must have paid the tax 
under protest in writing at the time the 
tax was paid and the grounds of the 
protest must be stated in detail. It 
would seem to be rather arbitrary to 
prevent a taxpaver from getting a re- 
fund based upon a mistake of law mere- 
ly because no protest had been made at 
the time the tax was paid. And why 
create a situation requiring a taxpayer 
to argue over whether the refund is 
based upon a mistake of fact or a 
mistake of law. It isn’t easy for courts 
themselves to recognize the distinction 
in all cases. 

An application for a refund must be 
made to the Comptroller within one 
year from the date of payment of the 
tax. If within that period a taxpayer 
files a claim and shows that he had 
overpaid his tax the validity of his claim 
is all that should concern the Comp- 
troller. Why the added technical bur- 
dens? By and large, taxpayers accept 
the mounting tax burdens in a fine 
spirit of good citizenship. The least the 
administrators can do is to treat tax- 
payers in a spirit of equity. If a tax- 
payer has overpaid his tax and can 
satisfy the Comptroller that he has 
overpaid it, he should receive a refund. 
To impose on the taxpayer a further 
burden of proving that the overpayment 
is based upon a mistake of fact or a 
mistake of law is unfair to the taxpayer. 


Gain on Sale of Residence 


There has been an interesting ex- 
change of letters recently in the edi- 
torial pages of the New York Herald 
Tribune on the computation of the tax- 
able gain realized by a taxpayer upon 
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the sale of his residence. Under the 
federal law the taxpayer paid a tax on 
what he considered to be “phantom” 
profit because it arose out of the infla- 
tionary increase in values and also be- 
cause he reinvested the proceeds in a 
new home. Under the State law in 
effect at the time, the taxable profit was 
even greater because the basis was re- 
quired to be reduced by the accumu- 
lated depreciation over the period of 
ownership. 

As we indicated in a recent issue of 
the Tax Clinic the last Legislature 
amended the Tax Law to provide that 
the basis is not to be reduced by depre- 
ciation. Eleanor McCormick, C.P.A., 
attorney, and instructor in taxation at 
Hofstra College comments on the first 
letter. She argues that the old rule of 
the Tax Commission was both logical 
and equitable once the propriety of tax- 
ing isolated personal gains is accepted. 
She goes a step further and argues that 
the economic concept of income would 
include the value of the use of a home 
as taxable income. Under the British 
income tax law taxable income is im- 
puted to the use of a home. The real 
hardship, Miss McCormick feels, rests 
in the fact that the Tax Law regards 
a dollar cost in 1927 as equal to a dollar 
selling price in 1950. 

Our own suggestion would be not to 
attribute any taxable gain on the sale of 
a home if the proceeds are reinvested 
in a new home within a reasonable time 
after such sale or even where a new 
home is purchased prior to such sale 
with the expectation that the proceeds 
are to be used for such purchase. This 
would seem to be an equitable provision 
particularly since losses on such sales 
are not deductible. 


Unincorporated Business Tax— 
Exempt Professions 


If the activities of a taxpayer consti- 
tute the practice of a profession, the 
income is not subject to the tax on 





5 June 2, 1950. 


unincorporated business. The law itself 
mentions four professions that are ex- 
empt: law, medicine, dentistry, and 
architecture. The regulations add a 
number of others including accounting, 
chiropody, engineering, pharmacy, etc. 
Is a consulting economist engaged in 
the practice of a profession and, if so, 
is it exempt from the Unincorporated 
Business Tax? There has been some 
litigation on this question. Recently 
the Court of Appeals, without opinion, 
affirmed the Appellate Division® hold- 
ing that a consultant in matters of cor- 
porate finance and reorganization con- 
ducts a business subject to the tax and 
does not practice a profession. 

The State Tax Commission recently 
made a formal determination on a claim 
for revision holding that a consulting 
economist was carrying on an unincor- 
porated business and not an exempt 
profession. In this case the taxpayer 
had two college degrees, a B.S. and a 
B.C.S., and was a part-time lecturer on 
conomics. The determination seemed 
to emphasize the fact that the taxpayer 
maintained an office in connection with 
his activities. The Tax Commission 
characterized these activities as in the 
nature of economic advisor to busi- 
ness organizations. The determination 
stresses the manner in which the tax- 
paver carried on his activities presum- 
ably through the maintenance of an of- 
fice for the solicitation of business. If 
the taxpayer were primarily a lecturer 
and writer on economics and incident- 
ally acted as economic advisor and did 
not maintain a regular office, perhaps 
the Tax Commission would recognize 
the professional nature of his activities 
and exempt such incidental income 
from the Unincorporated Business Tax. 


Unemployment Insurance Law— 
Voluntary Coverage 


Liability for contributions under this 
law’ depends upon the employment in 
the state of four or more persons on at 

(Continued on page 500) 


6 People ex rel. Moffett v. Bates et al., November 16, 1949. 
7 Art. 18 of the New York State Labor Law. 
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The Shoptalkers 

















Conducted by Lewis Giuick, C.P.A. 


The Shoptalker 

Does Some Reading 

Many years ago the Shoptalker 
established a summer custom in which, 
he has good reason to believe, he is not 
unique. He reads, or endeavors to 
read, some really good book, old or 
new, which he either missed while at 
college, or has not had time for since. 
As his eyes went from “rest” glasses to 
stronger, and yet stronger, bifocals, 
this summer literary vacation became 
more important for, during the tax sea- 
son, the ever-increasing pressure made 
extra-curricular reading impossible. 
Verily, “much reading is a weariness of 
the flesh.” Where once the Shoptalker 
subscribed to a half-dozen non-technical 
magazines, today he takes just one. 
And so on. 

So this summer, with no idea of just 
what he did want to read, he went to 
the public library to see what is offered. 
He found a book titled Modern Read- 
er’s Guide to the Bible, and became the 
first person to draw it for circulation. 
It was that new. Inevitably that book 
led him to read the Apocrypha in its en- 
tiretv. The result, being the dull sea- 
son, was little “weariness of the flesh” 
and much elevation of the spirit. 





Lewis GLuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the East. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns, We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 
sions. 











In former years the Shoptalker used 
to report more or less briefly about his 
reading. But, about ten years ago, pub- 
lishers began getting exceedingly par- 
ticular about their copyrights. The 
Shoptalker never quoted from a book 
without giving due obeisance to pub- 
lisher and author, but that is not enough 
now. Written permission must be ob- 
tained in advance to quote. About three 
years ago the,Shoptalker tried to do 
that. The resulting correspondence 
with the publisher’s copyright attorneys 
took so much time that the timeliness 
of the stanza he wanted to quote was 
gone, and he dropped the whole sub- 
ject. Nor has he attempted to get per- 
mission since. 


The shortsightedness of publishers 
in this respect may be debatable. The 
Shoptalker knows that he has sold 
many copies of books which he dis- 
cussed, and from which he quoted 
choice bits. Nor will he ever forget one 
correspondent who, having purchased 
and disliked a book the Shoptalker 
praised, wanted the Shoptalker to re- 
fund the price thereof. 

So if you want to know what’s in this 
most stimulating book by Harold 
Watts, you'll have to read it yourself, 
without sampling it here. But the 
Apocrypha is, praise the Lord, not sub- 
ject to copyright, and the Shoptalker 
herewith presents some samples for 
your edification, and the pious hope 
that you will go further. "Way back in 
1926 (the Shop was not established till 
1928) the Shoptalker wrote an article 
in which he cited the story of Susanna 
and the Elders as a perfect example of 
what independent verification can ac- 
complish. The rest of the Apocrypha 
was nearly all unknown to him till now. 
Verily, “the wisdom of a learned man 
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cometh by opportunity of leisure’’ 
(Ecclesiasticus, chapter 38). 

“And when they cast up their ac- 
counts.” (Wisdom of Solomon, chap- 
ter +). Yet there are some who say 
that accounting is a modern art! 

‘Strive not with the mighty, Be not 
at variance with a rich man, lest he 
overweigh thee ; for gold hath destroyed 
many, and perverted the hearts of 
kings” (Ecclesiasticus, chapter 8). 
Wonder if the S.E.C. knew this text 
when it set the regulations regarding 
the independence of an auditor. 

“He that is hasty to give credit is 
lightminded” (Ecclesiasticus, chapter 
19). Have you any clients selling on 
the installment plan? 

“Do nothing withog advice; and 
when thou hast once done, repent not’’ 
(Ecclesiasticus, chapter 32). Think of 
that before signing that audit report, or 
tax return. 

Do vou have young children, of your 
own; or, perchance, nieces and neph- 
ews, who want you to tell them a story? 
Give them one they haven't heard, and 
that is not to be seen in TV. Read them 
the story of Bel & the Dragon. It is 
less than four pages long in the edition 
in which the Shoptalker read it. Big 
print, too. 

The current Congress has talked a 
lot about tax relief and accomplished 


‘little. King Demetrius actually gave it 


(I Maccabees, chapter 11). “And as 
for other things that belong unto us, of 
the tithes and customs, as also the salt- 
pits and the crown taxes which are due 
unto us, we discharge them of them all 
for their relief.” 

Do you have trouble writing reports ? 
listen to this from the second chapter 
of II Maccabees. “For considering the 
infinite number, and the difficulty which 
they find, for the variety of the matter, 
we have been careful, that they that 
will read may have delight, and that all 
into whose hands it comes might have 
profit. Therefore to us, that have taken 
upon us this painful labor of abridging, 
it was not easy, but a matter of sweat. 
To stand upon every point, and go over 
the things at large, and to be curious 
in particulars belongeth to the first au- 
thor (Aside by the Shoptalker: the 
man who prepared the working papers 
in the field). But to use brevity and 
avoid much laboring of the work, is to 
be granted to him that will make an 
abridgment. It is a foolish thing to 
make a long prologue, and to be short 
in the story itself.” 

Did any of you think that John 
Mantle Clapp had discovered something 
new? The Shoptalker thinks he read 
the Apocrypha long ago. Go thou and 
do likewise. Selah! 


GR, 
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(Continued from page 498) 


least fifteen days in any calendar vear 
(Sec. 560). But an employer may vol- 
untarily elect to be subject to the law 
even if he does not have four or more 
emplovees (Sec. 561). To do so the 
employer must file an application to be 
subject to the law for not less than two 
calendar vears. The application must 
be filed not later than June 30 of the 
calendar year in which coverage is to 
commence and the Commissioner must 
approve the application in writing. 
The regulations (#11) provide that 
a separate election must be filed with 
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respect to each employee on a form 
provided by the Division of Placement 
and Unemployment Insurance. The 
employee remains covered until he 
ceases to be a resident of the State, 
unless he becomes a covered employee 
on a compulsory basis. The regulations 
provide that if the application is filed 
on or before June 30, it becomes effec- 
tive as of July 1 and, if the application 
is filed after July 1, it becomes effective 
as of January 1 of the succeeding 
calendar vear. 
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Are We Mice or Men? 


By Tuomas W. 


RE public accountants wedded to 

tradition, or are they too timid to 
change the descriptive terms they have 
been using for many years? Commit- 
tees and sub-committees of the Amer- 
ican Institute of Accountants and the 
State Societies of C.P.A’s. have la- 
bored, and are laboring, arduously— 
with comparatively little effect obvious 
in the published corporation reports— 
to bring simplicity and clarification to 
terms used by practitioners. 

To the man in the street such words 
as “Surplus” and “Reserve” have a 
significance different from that intended 
by preparers of financial statements. 
That even the legal brethren are some- 
times confused was shown when this 
writer was asked on the witness stand 
to state the “Surplus” of a corporation. 
When the amount was read from the 
balance sheet in evidence, the question- 
ing lawyer said: “But that is not the 
Cash Balance on the statement in my 
hand!” And so it is also with the word 
“Reserve” which to the layman means 
something put aside to be available if 
and when needed. The generally used 
“Reserve for Depreciation” conveys a 
misleading concept of provision for re- 
placement, instead of merely stating the 
deduction from the cost or appraised 
value as the estimated amount of useful 
value consumed in production. For both 





Thomas W, Byrnes, C.P.A., has 
been a member of the Society since 
1911, and is a Certified Public Ac- 
countant of New York and New 
Jersey. He is also a member of the 
American Institute of Accountants. 

Mr. Byrnes is a consultant to the 
accounting firm of Byrnes and 
Baker, C.P.A’s. He was formerly 
an associate professor of accounting 
at Columbia University. He is a 
co-author of the text entitled, 
* Auditing.” 
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“Surplus” and “Reserve” the commit- 
tees referred to have recommended sub- 
stitutes with good reasons for their 


adoption. 
Another confusing expression is 
“Cost of Sales” which most non- 


accountants interpret as the expense in- 
curred by a Sales Department in obtain- 
ing and filling orders. “Cost of Pro- 
duction of Goods Sold” would seem 
more informative in the circumstances. 

A change might also be made in the 
classifications in the balance sheet. 
“Current” and ‘“Non-current” would 
appear to be more in keeping with the 
facts than “Current”, ‘Fixed’ and 
“Other” assets. Aside from land, the 
other allegedly fixed assets—so called 
no doubt because buildings are affixed 
to the land, and machinery and other 
fixtures are attached to the premises— 
are deferred charges to profit and loss, 
as is shown in the accounts when that 
account becomes the ultimate resting 
place for them. “Deferred Charges” on 
many statements is a mixture of Pre- 
paid Expenses (including interest and 
insurance) and Deferred Charges such 
as bond discount, moving expenses 
(after the transfer has been accom- 
plished), advertising (which has ap- 
peared ), etc. If a true line of demarca- 
tion were made, bankers could more 
easily be persuaded to consider Prepaid 
Expenses among the current assets. 
And then, there is the matter of the 
“Contingent Reserve”, an amount not 
definitely allocated to any purpose. This 
item should appear in the Capital sec- 
tion and not be left hanging in the air— 
an orphan though far from a poor one— 
between the Liabilities and Capital sec- 
tions of the balance sheet. 

There are many other improvements 
in descriptive terms and statement ar- 
rangement which will occur to practi- 
tioners if, occasionally, they will detach 
themselves from their daily occupation 


(Continued on page 503) 
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A Note on the New York State 
Disability Benefits Law 











By SAMUEL S. Ress 


The New York State Disability roll as defined in the union agreement. 
Benefits Law and “Existing” Many of these agreements were in 
Plans existence prior to April 13, 1949, the 


date when the New York State Bene- 
fits Law was signed. Section 211, para- 
graph 4, of this Law provides for such 
plans.! 


Many New York employers have 
contracted with labor unions for wel- 
fare benefit programs. Some of these 
require payments into a special fund. : ; : ‘ p 
The payments are a percentage of pay- For example, in the New York men’s 

and boys’ clothing industry, employers 


OE EE HE A are re quired to contribute, each week, 
ee eee ee eee ee 2 percent of the gross earnings less the 
sociate Member of our Society since 


: 2 : “Cost of Living Bonus” on 
1936. He is a member of the New 





York Bar and holds the Juris Doc- a) All direct or productive employ- 
tor degree from the New York Uni- ees, union and probationary non- 
versity School of Law, and the union ; 

B.B.A, degree from The City Col- b) also, on all indirect or non-pro- 
lege (New York) School of Busi- ductive employees who are union 
ness and Civic Administration. He members. 


is a tax consultant and has been a 
specialist in the payroll tax field 
since the inception of Social Securi- 
ty and Unemployment Insurance 
Laws in 1936. He has drafted legis- 
lation related to unemployment in- 
surance, health insurance, wages and 
hours and workmen’s compensation. 


The aforesaid eentributions have 
been paid commencing July 1, 1942, for 
Group Life Insurance and Group Ac- 
cident and Sickness Insurance, includ- 
ing hospital and maternity benefits, as 
provided by the agreement between the 
Amalgamated Clothing Workers of 
‘ ; America and manufacturers and con- 

Dr. Ress, who has written anum- | tractors of men’s and boys’ clothing, 
ber of articles which have appeared claimants’ benefit being effective from 
in The New York Certified Public February 1, 1944. 

Accountant, is a member of the So- : 
ciety’s Committee on Clothing Man- 
ufacturing Accounting. 


The clothing industry’s union con- 
tract also has provision for contribu- 
tions into a Retirement Fund which 











1 “Sec. 211. A covered employer shali, with his own contributions and the contributions 
of his employees, provide disability benefits to his emplovees in one or more of the following 
ways ... 4. by a plan in existence on the effective date of this article. If on the effective 
date of this article the employees of a covered employer or any class or classes of such 
employees are entitled to receive disability benefits under a plan or agreement which remains 
in effect on July first, nineteen hundred fifty, the emplo.rer, subject to the requirements of 
this section, shall be relieved of responsibility for making provision for benefit payments 
required under this article until the earliest date, determined by the chairman for the purpose 
of this article, upon which the employer shall have the right to discontinue the provisions 
thereof or to discontinue his contributions towards the cost. Any such plan or agreement 
may be extended, with or without modification, by agreement or collective bargaining between 
an employer or employers or association of employers and an association of employees, in 
which event the period for which the employer is relieved of such responsibility shall include 
such period of extension...” 
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A Note on the New York State Disability Benefits Law 


amounts to 3% of the union employees 
wages, less the cost of living bonus. 
The cost of living bonus consists of 25¢ 
an hour additional pay that employers 
must pay to their employees over and 
above the amounts earned at the regular 
agreed piece rates or hourly rates of 
pav for “time workers.” 

The New York State Disability 
Benefits Law recognizes the existing 
agreement in the clothing industry and 
does not require those employers to 
provide further Disability Benefits pro- 
tection for workers insured by the exist- 
ing plan, even though the cash benefits 
provided may be lower in some in- 
stances than those set forth in section 
204, paragraph 2.2 The clothing indus- 
try plan pays $15.00 a week for 13 
weeks in each calendar year in case of 
sickness or accident. 

Under the clothing industry plan all 
contributions must be paid by the em- 
ployer without any deductions from the 
wages of union members. Consequently 
the 1% of 1 percent weekly disability 
deduction, not to exceed 30¢ a week, 
may only be made from the wages of 
non-union employees. 

Further, a separate insurance policy 
providing the benefits specified in the 
law must be purchased for the non- 
union group. 

Accountants should check to see 
whether their clients are paying con- 
tributions to the union insurance funds 
on the proper payroll base. Just as 
audits have revealed underpayments 
and deficiency assessments, other cases 





2 “Section 204 . 


have indicated overpayments because of 
failure by some employers to deduct the 
“cost of living bonus” from the payroll 
before making the 2 and 3 percent com- 
putations. Other employers may have 
unwittingly built up large deficiency 
assessments by not paying contributions 
to the welfare insurance fund on wages 
exceeding $3,000.00 per worker or on 
the earnings of non-union productive 
workers. 

Even though the union insurance 
plan requires contributions on the pay- 
roll of non-union productive employees, 
such employees are not eligible for 
benefits from the union insurance plan 
and consequently must be protected by 
the employer under an additional insur- 
ance program. 

A large group of clothing manufac- 
turers and contractors have established 
a collective insurance policy providing 
for disability pay for non-union work- 
ers including officers of corporations, 
foremen, and other executive and ad- 
ministrative personnel. 

Accountants can help their clients 
keep these “payroil overhead” costs at 
a minimum by providing in their audit 
programs for periodic check-ups on the 
accuracy of computations of amounts 
paid to insurance funds and by instruct- 
ing bookkeepers to take allowable de- 
ductions. By auditing welfare fund 
contribution computations, deficiency 
assessments may be avoided as well as 
embarrassing liabilities not heretofore 
reflected in the accounts and published 
financial statements. 


2. The weekly benefit which the disabled employee is entitled to receive 


shall be one- half of the employee’s average weekly wage, but in no case shali such benefit 
exceed twenty-six dollars nor be less than ten dollars; 
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Are We Mice or Men 


(Continued from page 501) 


and consider the recorded results of 
their efforts from the viewpoint of the 
“readers over their shoulders.” By the 
avoidance of technical and stereotyped 
language in the text of their reports and 
by describing balance sheet and profit 
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and loss results in terms understandable 
to the layman, a better appreciation of 
public accountants will prevail, and no 
longer will it be said that one must en- 
gage a CPA to interpret an auditor’s 
financial statements. 
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The following bill was enacted as 
Chapter 297 of the Laws of 1950 of the 
State of New York: 


AN ACT 


To amend the general corporation 
law, in relation to contributions by 
corporations to certain institutions 
and activities. 


The People of the State 
York, represented in Senate 
sembly, do enact as follows: 


of New 
and As- 


Section 1. Section thirty-four of the gen- 
eral corporation law, as added by chapter 
three hundred forty-three of the laws of nine- 
tcen hundred forty-one, is hereby amended to 
read as follows: 


$ 34. Corporations authorized to contribute 
for betterment of social and economic condi- 
tions. Every domestic corporation organ- 
ized under the laws of this state [and doing 
business or operating in this state] wnless 
otherwise provided in its certificate of incor- 
poration or other certificate filed pursuant to 
law or its by-laws, shall have power to co- 
operate with other corporations and with 
natural persons in the creation and mainte- 
nance of institutions or organisations engaged 
in community fund, hospital, — 
philanthropic, ¢ -ducational, scie ntific r bene- 
volent activities or patriotic or civic ri nties 
conducive 'e to the betterment of social and eco- 
nomic seniialonc, and tts trustees or directors 
may appropriate, spend or contribute for such 
purposes such reasonable sum or sums as they 
may determine; provided that a contribution 
shall not be authorized hereunder if at the 
time of the contribution or immediately there- 
after the donee institution shall own more 
than ten per centum of the voting stock of 
the donor corporation or one of its subsidi- 
aries (which term for the purposes of this 
section shall be deemed to mean any corpora- 
ton in which the donor corporation owns 
fifty-one per centum or more of the securities 
having voting power for the election of direc- 
tors, either at all times or only so long as no 
class of stock having preference or priority in 
the payment of dividends or in the distribu- 
tion of assets upon any dissolution, liquidation 
or winding up of the corporation has such 
voting power because of default in dividends 
or some other default as set forth in the terms 
and provisions thereof); [instrumentalities 
conducive to, or to subscribe to and make 


EXPLANATION- 
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payments as a proper part of the expense of 
its business of funds for, the betterment of 
the social and economic conditions in any 
community or communities in which such 
corporation is operating and to that end such 
corporations may in their discretion expend 
such reasonable sums as they may deem ex- 
pedient,] provided, however, that the provi- 
sions of this section shall not be construed 
as directly or indirectly minimizing or inter- 
preting the rights and powers of corporations, 
as heretofore existing, with reference to sub- 
scriptions and payments of the nature above 
specified. However, no part of any funds 
hereafter subscribed or paid by any public 
utility company subject to the jurisdiction of 
the department of public service for any ot 
the purposes of or pursuant to the authoriza- 
tion of this section shall be deemed a part of 
the expenses of the operation of the business 
of such company or properly chargeable to 
such expense and no such company shali 
charge any such funds to or credit the same 
against its operating expense account or any 
other account which is directly or indirectly 
considered for rate-making purposes. 

2. A domestic corporation whichs submits 
an annual report to its stockholders and 
which, pursuant to the authority of this sec- 
tion, appropriates, spends or contributes a 
sum or sums aggregating in excess of five 
hundred dollars to or on behalf of any one 
donee, during the period covered by such re- 
port, shall include in such report the identity 
of cach such donee together with the total 
amount appropriated, spent or contributed to 
it or on its behalf during such period. If 
such corporation does not submit such an 
annual report to its stockholders it shall send 
to cach one a statement of the total amount 
of all such appropriations, expenditures and 
contributions made during each fiscal year 
and any stockholder, upon written request. 
shall be entitled to an itemized list of such 
donecs and amounts. The corporation need 
not comply with such a request regarding any 
year more than five years prior to that in 
which such request ts made. 

3. Nothing in this section shall affect the 
power of any foreign corporation doing busi- 
ness or operating in this state, unless other- 
wise provided in its certificate of incorpora- 
tion or other certificate filed pursuant to law 
or its by-laws, to appropriate, spend or con- 
tribute for the purposes above set forth such 
sum or sums as its trustees or directors may 
determine. 

§ 2. This act shall take effect July first, 
nineteen hundred fifty. 


] is old law to be omitted. 


wGZo-208 








Wit! 
e 


Ther 
peak 
easy- 
Acco 
Wor 
beca 
autor 
Oper 
woos 
Type 
easy 
keys 
viduz 
putes 
The 
of U 
tates 


U 
Accc 
Type 
One P 





hm 
=) 
on 





ise of 
nt or 


1 any 
such 
lL such 
xpend 
n ex- 
yrOvi- 
trued 
inter- 
tions, 
» sub- 
above 
funds 
public 
on of 
ny ot 
yriza- 
irt of 
siness 
le to 
shall 
same 
- any 
-ectly 


bmits 
ana 
' SEC= 
cs a 
five 
One 
h re- 
ntity 
total 
‘d to 
OF 
1 al 
send 
oun! 
and 
year 
uest, 
such 
necd 
any 
tam 


the 
UST - 
her- 
ora- 
law 
cON=- 
uch 
Wray 














With this UNDERWOOD ELLIOTT FISHER ACCOUNTING MACHINE, 


each day’s work is completed and proved accurate each 


There is no need to worry about troublesome 
peak loads when you use this fast, simple, 
easy-to-operate Underwood Elliott Fisher 
Accounting Machine. 

Work doesn’t pile up at the end of the month 
because the records are posted, balanced and 
automatically proved accurate each day. 


Operators like the sémplicity of the Under- 
wood Elliott Fisher Machine. It has a Standard 
Typewriter Keyboard — electrified for fast, 
easy operation. There are only 10 numeral 
keys for all figure work. Balances and indi- 
vidual column totals—20 or more—are com- 
puted automatically. 

The Flat Writing Surface, an exclusive feature 
of Underwood Elliott Fisher Machines, facili- 
tates form handling and saves operator’s time. 


Underwood Corporation 


Accounting Machines...Adding Machines... 
Typewriters... Carbon Paper... Ribbons 
One Park Avenue New York 16, N. Y. 
Underwood Limired, 125 Victoria Street, 
Toromto 1, Canada 
Sales and Service Everywhere 


— 
© 
on 
Ss 


day. 





Forms are inserted as quickly and easily as 
placing papers on your desk. And, the special 
Roll Carbon Paper feature eliminates the 
bother of handling loose sheets of messy 
carbon paper when posting to related records. 


You'll like the versatility of this machine, too. 
One machine can be used for several applica- 
tions, such as Accounts Receivable, Accounts 
Payable, Payroll Records, etc. It will save 
time, trouble and money in the Accounting 
Department. For full details call your nearest 
Underwood Representative or mail the cagi- 
pon today. 
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Underwood Corporation 

One Park Avenue 

New York 16. N. Y. 

Please send me illustrated literature and full infor- 
mation about the Underwood Elliott Fisher Account- 
ing Machines. 

Name of Company , ae 

Your Name and Title 

Street Address oe Kenales Feats maewaee 
State 


City. . send -£0Ne:.. 
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When writing to advertisers kindly mention Tut New York Certirtep Pustic ACCOUNTANT. 505 
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NATIONAL'S NEWEST MULTIPLE-DUTY ACCOUNTING MACHINE 





Standard Amount Keyboard 
—preferred by business men 
for years. Automatically fills 
in all ciphers. Permits de- 
pressing two or more keysat 
one time. Amounts visible 
before printing. 


Electrified Typewriter Keyboard 
—faster, easier, smoother... 
minimum effort. Permits 
typewritten description 
wherever desired . . . gives 
clear, legible, uniform im- 
pressions on multiple copies. 


Posting Control Bars 
for different jobs. 
Barsare readily in- 
terchangeable in 
seconds without 
operator even ris- 
ing from her chair. 


Complete Visibility 
—postings, presem™ 
and previous, @ 
always readily 
ible, whether ca 
riage is open @ 
closed. 


| 





This new “Class 31” has many new automatic fea- 
tures that cut costs . . . on some jobs 2/3 of the posting 
is done automatically. It automatically adds and subtracts, 
or transfers amounts or balances, simultaneously, into 
any combination of totals. 

It has enough totals for your requirements, and its 
fluid-drive carriage travels either way at uniform speed. 

See how its unprecedented combination of advantages, 
result of many years of research and engineering, will 
reduce your accounting costs. No other machine like it ! 
Call the National representative today ! 


THE NATIONAL CASH REGISTER COMPANY 
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Get this FREE 20-page booke 
let from our local representa 
tive, or write to the Company 
at Dayton 9, Ohio. 
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ACCOUNTING MACHINES — 
CASH REGISTERS ADDING MACH! 
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When writing to advertisers kindly mention Tue New York Certiriep Pustic Accountant. 
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